IMPROVING CREDIT CARD CONSUMER
PROTECTION: RECENT INDUSTRY
AND REGULATORY INITIATIVES

HEARING

BEFORE THE

SUBCOMMITTEE ON FINANCIAL INSTITUTIONS
AND CONSUMER CREDIT

OF THE

COMMITTEE ON FINANCIAL SERVICES
U.S. HOUSE OF REPRESENTATIVES

ONE HUNDRED TENTH CONGRESS

FIRST SESSION

JUNE 7, 2007

Printed for the use of the Committee on Financial Services

Serial No. 110-36

&R

U.S. GOVERNMENT PRINTING OFFICE
37-552 PDF WASHINGTON : 2007

For sale by the Superintendent of Documents, U.S. Government Printing Office
Internet: bookstore.gpo.gov Phone: toll free (866) 512—-1800; DC area (202) 512—-1800
Fax: (202) 512-2104 Mail: Stop IDCC, Washington, DC 20402-0001



HOUSE COMMITTEE ON FINANCIAL SERVICES
BARNEY FRANK, Massachusetts, Chairman

PAUL E. KANJORSKI, Pennsylvania
MAXINE WATERS, California
CAROLYN B. MALONEY, New York
LUIS V. GUTIERREZ, Illinois
NYDIA M. VELAZQUEZ, New York
MELVIN L. WATT, North Carolina
GARY L. ACKERMAN, New York
JULIA CARSON, Indiana

BRAD SHERMAN, California
GREGORY W. MEEKS, New York
DENNIS MOORE, Kansas
MICHAEL E. CAPUANO, Massachusetts
RUBEN HINOJOSA, Texas

WM. LACY CLAY, Missouri
CAROLYN McCARTHY, New York
JOE BACA, California

STEPHEN F. LYNCH, Massachusetts
BRAD MILLER, North Carolina
DAVID SCOTT, Georgia

AL GREEN, Texas

EMANUEL CLEAVER, Missouri
MELISSA L. BEAN, Illinois

GWEN MOORE, Wisconsin,
LINCOLN DAVIS, Tennessee

ALBIO SIRES, New Jersey

PAUL W. HODES, New Hampshire
KEITH ELLISON, Minnesota

RON KLEIN, Florida

TIM MAHONEY, Florida

CHARLES A. WILSON, Ohio

ED PERLMUTTER, Colorado
CHRISTOPHER S. MURPHY, Connecticut
JOE DONNELLY, Indiana

ROBERT WEXLER, Florida

JIM MARSHALL, Georgia

DAN BOREN, Oklahoma

SPENCER BACHUS, Alabama
RICHARD H. BAKER, Louisiana
DEBORAH PRYCE, Ohio

MICHAEL N. CASTLE, Delaware
PETER T. KING, New York

EDWARD R. ROYCE, California
FRANK D. LUCAS, Oklahoma

RON PAUL, Texas

PAUL E. GILLMOR, Ohio

STEVEN C. LATOURETTE, Ohio
DONALD A. MANZULLO, Illinois
WALTER B. JONES, JRr., North Carolina
JUDY BIGGERT, Illinois
CHRISTOPHER SHAYS, Connecticut
GARY G. MILLER, California
SHELLEY MOORE CAPITO, West Virginia
TOM FEENEY, Florida

JEB HENSARLING, Texas

SCOTT GARRETT, New Jersey

GINNY BROWN-WAITE, Florida

J. GRESHAM BARRETT, South Carolina
JIM GERLACH, Pennsylvania

STEVAN PEARCE, New Mexico

RANDY NEUGEBAUER, Texas

TOM PRICE, Georgia

GEOFF DAVIS, Kentucky

PATRICK T. MCHENRY, North Carolina
JOHN CAMPBELL, California

ADAM PUTNAM, Florida

MICHELE BACHMANN, Minnesota
PETER J. ROSKAM, Illinois

KENNY MARCHANT, Texas
THADDEUS G. McCOTTER, Michigan

JEANNE M. ROSLANOWICK, Staff Director and Chief Counsel

1)



SUBCOMMITTEE ON FINANCIAL INSTITUTIONS AND CONSUMER CREDIT
CAROLYN B. MALONEY, New York, Chairwoman

MELVIN L. WATT, North Carolina PAUL E. GILLMOR, Ohio

GARY L. ACKERMAN, New York TOM PRICE, Georgia

BRAD SHERMAN, California RICHARD H. BAKER, Louisiana

LUIS V. GUTIERREZ, Illinois DEBORAH PRYCE, Ohio

DENNIS MOORE, Kansas MICHAEL N. CASTLE, Delaware
4PAUL E. KANJORSKI, Pennsylvania PETER T. KING, New York

MAXINE WATERS, California EDWARD R. ROYCE, California

JULIA CARSON, Indiana STEVEN C. LATOURETTE, Ohio
RUBEN HINOJOSA, Texas WALTER B. JONES, JRr., North Carolina
CAROLYN McCARTHY, New York JUDY BIGGERT, Illinois

JOE BACA, California SHELLEY MOORE CAPITO, West Virginia
AL GREEN, Texas TOM FEENEY, Florida

WM. LACY CLAY, Missouri JEB HENSARLING, Texas

BRAD MILLER, North Carolina SCOTT GARRETT, New Jersey

DAVID SCOTT, Georgia GINNY BROWN-WAITE, Florida
EMANUEL CLEAVER, Missouri J. GRESHAM BARRETT, South Carolina
MELISSA L. BEAN, Illinois JIM GERLACH, Pennsylvania

LINCOLN DAVIS, Tennessee STEVAN PEARCE, New Mexico

PAUL W. HODES, New Hampshire RANDY NEUGEBAUER, Texas

KEITH ELLISON, Minnesota GEOFF DAVIS, Kentucky

RON KLEIN, Florida PATRICK T. MCHENRY, North Carolina
TIM MAHONEY, Florida JOHN CAMPBELL, California

CHARLES A. WILSON, Ohio
ED PERLMUTTER, Colorado

(I1D)






CONTENTS

Page
Hearing held on:
JUNE T, 2007 et e et e e e e e e e e e et a e e e e eeeararaaaaeaan 1
Appendix:
JUNE T, 2007 ..ottt st sttt b e nes 79
WITNESSES
THURSDAY, JUNE 7, 2007
Bair, Hon. Sheila C., Chairman, Federal Deposit Insurance Corporation .......... 16
Carey, John P., Chief Administrative Officer, Citi Cards .........ccccccevrvrverervreennnns 46
Caywood, William, Senior Consumer Credit Risk and Compliance Officer,
Bank of AIMETICA ..cccceevuiiiiieiiiciiee ettt ettt sttt et 47
Dugan, Hon. John C,, Comptroller of the Currency, Office of the Comptroller
OF the CUTITENCY ....veiieeiiiieciiiee ettt e e et e e e tr e e et e e e e raee e saaeeesssaeeennees 14
Finneran, John G., Jr., General Counsel, Capital One 50
Huizinga, James A., Sidley Austin LLP .......ccccceoviiiiniiiiiiiieeieeeeeene 44
Johnson, JoAnn M., Chairman, National Credit Union Administration ............ 19
Keest, Kathleen E., Senior Policy Counsel, Center for Responsible Lending ..... 43
Landis, Marilyn, Basic Business Concepts, Inc., Pittsburgh, PA, on behalf
of the National Small Business ASS0CIation ...........ccccceeveeriieniieinieniienieeieenen. 52
Mierzwinski, Edmund, Consumer Program Director, United States Public
Interest ResSearch Group ........ccccecveeeeciiiieniiieeeiteeeieeeeeieee et eeeree et eesveeesnnes 54
Mishkin, Hon. Frederic S., Governor, Board of Governors of the Federal
RESEIVE SYSEEIM ...ooutiiiiiiiiiiiieiiee ettt ettt ettt 13
Neiman, Richard H., Superintendent, New York State Banking Department,
on behalf of the Conference of State Banking Supervisors (CSBS) ................. 20
Reich, Hon. John M., Director, Office of Thrift Supervision .........c.ccccocevvvenneenne 17
APPENDIX

Prepared statements:
Brown-Waite, Hon. Ginny . 80
Carson, Hon. Julia ....... .

Gillmor, Hon. Paul E. .. 83
Bair, Hon. Sheila C. ... 85
Carey, John P. .......... 108
Caywood, William ........ 123
Dugan, Hon. John C. ... 131
Finneran, John G., Jr. . 175
Huizinga, James A. ..... 181
Johnson, JoAnn M. 185
Keest, Kathleen E. . 208
Landis, Marilyn ........... 226
Mierzwinski, Edmund .... 233
Mishkin, Hon. Frederic S. 249
Neiman, Richard H. ........ ... 266
Reich, Hon. JORN M. ......oooiiiiiiiiiiiieeec et arree e e e 281

ADDITIONAL MATERIAL SUBMITTED FOR THE RECORD

Maloney, Hon. Carolyn:
Letter from the National Association of Federal Credit Unions 295

Statement of the New York State Consumer Protection Board 297
Watt, Hon. Melvin L.:
Written response to question submitted to Hon. Sheila Bair ....................... 309

%)






IMPROVING CREDIT CARD CONSUMER
PROTECTION: RECENT INDUSTRY
AND REGULATORY INITIATIVES

Thursday, June 7, 2007

U.S. HOUSE OF REPRESENTATIVES,
SUBCOMMITTEE ON FINANCIAL INSTITUTIONS
AND CONSUMER CREDIT,
COMMITTEE ON FINANCIAL SERVICES,
Washington, D.C.

The subcommittee met, pursuant to notice, at 10 a.m., in room
2128, Rayburn House Office Building, Hon. Carolyn Maloney
[chairwoman of the subcommittee] presiding.

Present: Representatives Maloney, Watt, Ackerman, Moore, Wa-
ters, Carson, Hinojosa, McCarthy, Baca, Green, Clay, Scott, Cleav-
er, Bean, Hodes, Ellison, Perlmutter; Gillmor, Price, Castle,
Biggert, Capito, Feeney, Hensarling, and Davis of Kentucky.

Ex officio: Representative Bachus.

Chairwoman MALONEY. Welcome. The hearing will come to
order. This hearing, entitled, “Improving Credit Card Consumer
Protection: Recent Industry and Regulatory Initiatives,” is the sec-
ond hearing in a series that this subcommittee is holding on credit
card practices.

There is no question that credit cards are an essential part of
American lives. And in our increasingly electronic banking system,
credit cards have replaced cash and checks for daily shopping, trav-
el expenditures, business needs, and even paying big bills, such as
college tuition.

The average American family has five credit cards. The avail-
ability of credit has proven good for our economy. Consumers spent
over $1.8 trillion in 2005, using credit cards. In our society, a per-
son without a credit card cannot rent a car, buy plane tickets at
the Internet discount rate, get an advance movie ticket online,
make hotel reservation, or engage in other transactions that many
of us take for granted.

In many cases, the ability to pay with a credit card enables a
consumer to make a purchase that they would not otherwise have
been able to make at that time, or to pay an emergency bill that
they were not prepared for.

As a New Yorker, I know that the credit card industry is a
strong engine, not only of our national economy, but of local econo-
mies, by providing jobs and getting small businesses access to cred-
it.

(1)
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On the other hand, the use of credit cards has contributed to the
increase of consumer debt to record levels. Among households that
carry a balance, the average household carries over $13,000. That
number is expected to rise dramatically, as consumers confront the
fact that in the falling housing market, they can no longer refi-
nance their home to pay off their credit cards or other debt.

I am concerned that we will see a perfect storm in consumer
credit as these pressures converge on Americans and that the rip-
ple effect will be felt throughout our entire economy.

Even though credit cards are indispensable to most working
Americans, credit card complaints far outnumber all other com-
plaints about banks filed with Federal regulators in recent years.
In the wake of our first credit card hearing last month, this sub-
committee has received a flood of correspondence from individuals
with credit card complaints.

The complaints we received center on what consumers see as: ar-
bitrary and unfairly high interest rates and penalty fees; confusing
practices that constantly change in the issuer’s favor; and impos-
sible barriers to getting help to sort through a problem, even when
the issuer has caused the problem.

Many people, myself included, believe that improved disclosure
would help consumers avoid these pitfalls. For this reason, we set
this hearing shortly after the Federal Reserve released its new Reg
Z for public comment. As the first revision of Reg Z in over 25
years, it is long overdue, and much awaited.

I think it represents a considerable improvement over the
present situation, in which a long outdated rule struggles to keep
up with an electronic financial universe it was not designed for.

I must say, a very moving part of a hearing that we had was
when the Federal Reserve chairman testified that he and his wife
could not understand their credit card statement, and spent hours
reading it. So this reform is long overdue.

Among the major improvements in the proposal are: a 45-day no-
tice period for increases in interest rates; display of the Schumer
Box, not only at solicitation, but at account opening; and as
changes in terms prohibiting the use of the term “fixed rate” for
rates that are not fixed, to name a few.

I personally like the new section that shows consumers all of the
interest and all of the fees accrued for the month, and gives con-
sumers a running total for the year-to-date. I welcome these im-
provements, and look forward to hearing the analysis and com-
ments of our witnesses, starting with Fed Governor Mishkin, on
this very big and important new development.

But I am not sure that even the best disclosure will be enough
to resolve some of the issues that we are confronting. In our pre-
vious hearing, we explored some of the abusive practices that have
attracted the most criticism: universal default; double-cycle billing;
trailing interest; retroactive rate increases; and limitless over-limit
fees, among others.

Some of these, such as double-cycle billing, are just too complex
for disclosure, to make it fair. And if you doubt that, ask one of
your issuer witnesses to explain it to you, using the numbers. It
is very complicated.
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More systematically, I doubt that disclosure can be enough to
protect consumers when the issuer can change any of the terms of
the contract at any time, and in any way. That is the case for a
surprisingly large number of cards, in which consumers are com-
pletely at the mercy of issuers. Many issuers can and do change
the interest rate, the penalties, overlimit fees, how rates are cal-
culated, the payment date, and many other features.

Under the new rule, they will have to tell consumers about most
of these changes in advance. But that really does not help even the
most savvy customer, unless they move to a card with safe and sta-
ble terms.

Consumer advocates argue that some common practices, like
any-time and any-reason increases in rate, are just unsafe and un-
fair. At our last hearing, industry participants pointed out that sev-
eral of the large issuers have recently taken steps to eliminate
some of these abuses from their own products. I am happy to say
that, on our second panel, we have several issuers who have an-
nounced such steps, and will explain what they have done to de-
velop best practices, and to get rid of bad ones.

Several large issuers have announced that they no longer use
universal default. Others have announced reform of payment allo-
cation, so that payments are applied to higher-rate accounts first.
Some have said that they will abandon any-time, any-reason re-
pricing.

As a supporter of market-based solutions where possible, I wel-
come these steps. Perhaps the spotlight of congressional attention
has helped to produce these commendable reforms. Yet I worry
that as competitive pressures grow, issuers will go back to the most
profitable modes of doing business, or issuers who adopt the best
practices will simply lose business to those who have not.

To discuss these issues and others, I am planning a credit card
summit. I am delighted to say that the issuers testifying today—
Citibank, Bank of America, Capital One, as well as J.P. Morgan
Chase, and many consumer groups—have all agreed to participate.

Among the results I want to achieve from this meeting is a way
to use private forces to encourage best practices. For example, what
if industry, working with consumer advocates, developed a gold
standard for credit cards, and certified that certain of their prod-
ucts met this standard?

Cards with this—the gold standard—might have easy-to-under-
stand terms, a hotline to resolve complaints, no fees for paying on-
line, no use of universal default, or whatever feature the group de-
termines represents best practices. Regulators could enforce this
pledge that the issuers have made.

Right now, the Federal Reserve is the only regulator with power
to issue regulations banning unfair and deceptive practices under
the Truth in Lending Act. It has not done much in that area. If
other regulators had similar powers, perhaps we would see more
regulatory monitoring of bad practices.

Even more basically, I would like to encourage the regulators to
enforce the laws that already exist. For example, the regulations
governing processing of payment are disregarded by issuers who
process payments in a way that results in many payments being
late, even though they were mailed a week ahead of time. We have
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regulations to deal with this, but they are not adequately enforced,
as the many letters complaining about unfair payment date prac-
tices attest to.

The Federal banking agencies have done a great deal of work ef-
fectively on safety and soundness, but they have not put the same
type of attention and focus on consumer protections, and we need
to improve those efforts. This is the first congressional hearing on
these new proposed disclosure regulations, which aim to give credit
card customers clear and accurate information, and eliminate the
“gotcha” moment, when people are hit with a charge they did not
expect, and do not understand.

More remains to be done, but this proposal is a long-awaited and
very welcome first step. Thank you. I reserve the balance of my
time, and call on Mr. Gillmor.

Mr. GILLMOR. Thank you, Madam Chairwoman. If I might, I
would like Ranking Member Bachus to go first on our side, and I
will go second.

Mr. BacHUS. Thank you. First of all, Madam Chairwoman, I
want to thank you for having the hearing, and I would also like
to associate myself with your remarks.

As the ranking member of the Financial Services Committee,
many other members refer their constituents to me, or they will
come to me, and they will describe a credit card practice that has
gccurred to one of their constituents, or sometimes a family mem-

er.

And not only that, but recently—probably in the last 2 years—
more and more, I have constituents who come to me, like a young
man whose wife had a premature baby. He was at the hospital for
2 months, which is a hardship case, but that doesn’t excuse him
from honoring his obligations, and he was paying his credit card
on time.

He realized it was the last day to pay his mortgage payment, so
he called his mortgage company up, and they said, “Well, you can
use your credit card,” so he said, “Great.” He used his credit card.
When his credit card bill came in, he noticed that not 8.5 percent
interest was charged on that, but 24.9 percent interest on the mort-
gage payment.

So, he said, “Oh, my gosh,” you know, so he called his credit card
company, and he said, “I want to pay that off today, I am going
to send you a check,” so they said, “Okay.” He sent that check in,
plus his minimum payment for the month, and they applied it to
his lowest balance.

Now, here is a young man who would have never come into my
office; he probably didn’t have time. He saw me in a restaurant,
and he came up to me and he basically said, “Congressman, I don’t
think that’s right.” And, quite frankly, I don’t, either.

Now, he explained to me that he called them back and said,
“Where was I told that if I use my credit card, you know, to pay
my mortgage payment, where was I told this?” They sent him
something. And he said, “I have it at home. I would like to send
it to you.”

He sent it to me. I read it. It said, “If you make a cash payment,”
but he wrote on his note that he paid his tuition using a credit card
some 6 months before, and what was the difference? I mean, if that
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wasn’t a cash payment, why was a mortgage payment? He said
they explained, “Well, you know, you can either pay with a credit
card, or you can write a check. And when you do something like
writing a check with the credit card, that’s a cash payment.” He
said, “I don’t understand that.”

Another example ia a businessman who came to me. I know him.
He is worth millions of dollars. He owes nobody anything. He has
perfect credit. He has two credit cards, and he uses them for con-
venience. And here is a guy who has 200 employees, and he has
time to be outraged. He has time to get a lawyer. So what he does,
around Christmas, he has two credit cards, one $15,000, one
$30,000, and he goes to Europe and spends $20,000. He doesn’t go
over his limit; he is very careful not to do that.

But in March, he suddenly looked at his credit card, and it had
gone from 8.5 percent to 20-something percent. What in the world?
So, he called his bank and his bank said, “Well, we don’t do that,
we have referred that to another company. We referred that to an-
other—our bank no longer does this, we farmed it out.”

He has a lot of money with this bank, does business with them.
They say, “You need to call these people.” He calls them and he
says, “What in the world are you doing? I have perfect credit. What
is this about?” “Well, you either did one of these six or seven
things.” So, he doesn’t know what he has done.

They tell him he has to write somebody else, so he writes a let-
ter. He gets a form, which he brings in and shows me. It is two
pages: “Thank you for your inquiry as to why your credit rate went
up. Here are the various reasons it could have gone up.” He then
gets his lawyer to write and say, “Could you please tell him, in this
case, why it went up?” He got another form-generated answer.

But he has looked at all those reasons, and he thinks what hap-
pens is he had two credit cards. And one of the things that it actu-
ally said in there is, “If you have our credit card, and there are
other credit cards you have, and you approach your credit limit, we
can up your’—and that’s the only thing that could have possibly
happened, because it was around Christmas.

By the way, you know he never saw the notice. But do you know
when they mailed the notice, which was a form-generated thing,
which said, “Important document enclosed,” like we all get every
day? They mailed it on December 19th. And here is a sophisticated
guy who has hundreds of employees, he has lawyers at his dis-
posal, and he still can’t find out what happened to him.

Now, of course, what did he do? He immediately paid off that
credit card. He immediately wrote a check and sent it in. And
Americans every day are getting outraged by this. They get an-
other credit card. And yes, you can do that. But that still doesn’t
make all of this right.

I am very happy that when I met with Citigroup a few weeks
ago, and I talked about universal default, they said, “We don’t do
that.” Capital One has told me, “We don’t do that any more.” I am
very glad they’re responding to that. If they don’t start responding
to this thing about where consumers can pay on their highest inter-
est rate, I do believe that this Congress will take a run at it.

I can’t speak for all the members of the minority, but I can tell
you that I have a file, and there are 28 Republicans who have writ-
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ten me letters complaining about stuff, and saying, “You need to
do something about this.”

I have talked with the Federal Reserve, and they have limited
duties, as you know. They have to respond to truth in limit and
disclosures. And they say certain abusive practices, even if we
think they’re abusive, even if the GAO thinks they’re abusive, even
if we have 40,000 letters from people saying they don’t think this
is right, we really can’t do anything about that. If anything is to
be done, the Congress will have to do it. And they have actually
said, “That’s your watch, not ours.”

I am interested in hearing from all of you. I am going to read
your testimony. But I will tell you that, as the chairwoman said,
90 percent—you know, subprime lending, it’s a problem, and people
have lost their housing. But the number of people—and I have had
people in my district lose their houses—but the outrage over just
a few of these practices is just something.

The day it came out in the Birmingham News, I'd been appointed
ranking member—and, regrettably, in that article it said that we
did credit cards—I received 12 calls, 12 calls from people who said,
“I want to come in and talk to you.” That’s in my district. Thank
you for being here.

Chairwoman MALONEY. Thank you for your statement. Mr. Ack-
erman for 3 minutes; he has been a very strong advocate for
change in this area.

Mr. ACKERMAN. I thank the chairwoman and the ranking mem-
ber, and I want to associate myself with their statements. And
thank you for the 3 minutes, and I hope you don’t cut me off as
I approach my 3 minutes.

[Laughter]

Mr. ACKERMAN. Be careful driving today, because as you ap-
proach the speed limit, maybe you could get a ticket.

Consumer credit card issuers, consumers, regulators, certainly
members of this subcommittee, should all agree that the Federal
Reserve Board’s recent proposed rule changes to Regulation Z are
long overdue.

Presenting potential credit card customers with easy-to-read,
clear, and understandable disclosure statements that plainly sum-
marize the terms, fees, and interest rates that come with a par-
ticular card is more than just a good idea. It’s a good idea that
should have been implemented a long time ago, and without the
necessity for Federal involvement.

Such a requirement is not only ridiculously obvious, it is profit-
able. Informed consumers are not only happier people, they are bet-
ter long-term customers.

Over the past 15 years, credit card issuers have increased the
number of solicitations sent to consumers by more than 500 per-
cent. Consumer protection has, sadly, not kept pace.

When finalized, the proposed changes to Regulation Z will allow
millions of Americans to put away their magnifying glasses, legal
dictionaries, and crystal balls when combing through the piles of
credit card offers they receive every month. Unfortunately, how-
ever, they will still need their life jackets and umbrellas to keep
them from getting soaked by some of the more sinister credit in-
dustry practices that have, sadly, become commonplace.
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Perhaps the most infamous of these practices is universal de-
fault, a practice that substantially increases a consumer’s annual
interest rate because, just once, they forgot or failed to pay any
other creditor on time.

There is also double-cycle billing, a system under which a card
issuer assesses interest retroactively on debts that may be partially
or almost completely paid off.

Then, of course, there are so-called pay-to-pay fees, under which
the credit card consumer is charged simply for the opportunity to
pay their bill online or by phone, bills that are deliberately sent
late in the month.

Each of these practices are legal; none of them are fair. None of
them are necessary. There is no question that the consumer credit
industry is critical to our economy, and that our credit cards have
been a boon to millions of American households. But the protection
of consumers is not the credit card industry’s job, it is ours. And
it is past time for consumer interests to get a boost.

As a small contribution to this rebalancing of interest, I have al-
ready introduced legislation that addresses the pay-to-pay problem.
I am looking forward to hearing from our witnesses about industry
plans to correct some of these and other egregious practices. It is
my hope that they will be able to tell us about their plans to pur-
sue more responsible, consumer-friendly business practices, and
how quickly they plan on doing so.

But I am not quite ready to give up my crystal ball. Thank you
very much, Madam Chairwoman.

Chairwoman MALONEY. Thank you. Ranking Member Gillmor,
for 5 minutes.

Mr. GiLLMOR. Thank you, Madam Chairwoman, for calling this
hearing today. And I also appreciate your comments on the issues
in your opening remarks.

Americans today have access to the best financial services in the
world, and a critical part of those services is the credit card. The
credit card industry has expanded rapidly over the past decade. We
now have close to 700 million cards in use, and if my mailman is
right, there are a few thousand more.

The popularity of the credit card as a payment option has al-
lowed for an evolution of credit card policies and fees. There are lit-
erally thousands of products offered by credit card issuers, all with
different fees, rates, and features.

With market competition and innovation, credit card issuers
seem to be willing to adjust their products when consumers de-
mand that a change is necessary.

Recently, some of the largest credit card companies voluntarily
modified some of their risk-based pricing policies, such as double-
cycle billing. And I would expect this trend to continue, as a con-
sumer with a bad deal can now shop around with more ease.

Due to the nature of credit cards, fees are a major component of
how an issuer is able to recoup the dangers of extended credit with
no collateral. It is fair for banks to constantly evaluate how best
to charge for the risks associated with particular segments of bor-
rowers. What is unacceptable is for issuers to hide fees, policies, or
practices from their customers.
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Disclosure is a major part of the answer, and that’s why earlier
this year Ranking Member Bachus and I sent a letter to Fed Chair-
man Bernanke requesting a prompt review of Regulation Z. I am
pleased with the work of the Federal Reserve, in putting out this
proposal, by completing overhauling the notices presented to per-
spective and active credit card customers. Consumers should be in
a better position to evaluate their terms and to shop around.

In particular, I was pleased to see the Federal Reserve attempt
to simplify the disclosure of fees and interest. By presenting the
customer with a box detailing their interest rate charges and fees
for the year, the periodic statement will become a wake-up call for
some Americans who have experienced the problems of reckless
spending.

From this exercise, and extensive consumer testing, the Fed
hopefully has a clear picture of what the average credit card cus-
tomer understands about their account, and what they do not. I
look forward to closely examining the comments offered by the wit-
nesses today, and to further revisions to this proposal. I yield back
the balance of my time.

Chairwoman MALONEY. Thank you. Congressman Scott, for 1
minute.

Mr. ScotT. Thank you very much, Madam Chairwoman. Again,
this is certainly a very, very timely hearing. It is a very, very im-
portant hearing for us, and credit cards have a great purpose, but
we have some tremendous problems.

And more needs to be done, such as: eliminating unfair retro-
active penalty rate hikes; requiring card issuers to apply consumer
payments to a portion of their debt with the highest interest rates;
and prohibiting over-limit fees from being repeated for a single
over-the-limit purchase.

We have to do more focusing on the fundamental problems in
credit card marketing that allow these issuers to change the rules
at any time, and impose retroactive interest rate increases.

Now, I understand that we cannot and we will not, put all the
blame on the card issuers, as some people just have bad credit. We
know that. They make mistakes. However, it seems to me that
many of these banks are simply not straightforward about their
varying and confusing charges and rates. The so-called practice of
universal default is of major, major concern.

And, in conclusion, Madam Chairwoman, I would just like to say
that credit cards do serve a purpose. And as we said, we are not
here to cast blame upon them. We need them. We just need them
to be right, and to treat the American people right, because it is
a fact that significant and aggressive changes have been made by
the industry over the past decade, at the expense of their cus-
tomers. I believe it is of utmost importance that these issues are
addressed. Thank you, Madam Chairwoman.

Chairwoman MALONEY. Congressman Castle, for 5 minutes.

Mr. CASTLE. Thank you, Madam Chairwoman. I will submit a
statement for the record, and I will try to do this relatively briefly.

I am one who believes that credit cards are indispensable to our
consumer economy in America today. I doubt if there is anybody in
this room who does not use credit cards. My father is probably the
last person not to use credit cards, if I had to guess. They are just
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a fact of life. Probably most people in this room are carrying more
than one credit card, if I had to guess.

I believe that it is absolutely vital that we have transparency
here, that people understand what they are dealing with. A lot of
the confusion—I am from Delaware, where we have a lot of credit
cards—but a lot of the confusion that comes into play happens be-
cause people simply don’t understand what the ground rules are.

They understand that they are going to have to pay interest.
They understand that they are going to have to pay late charges.
They understand, perhaps, fees for a card, or whatever it may be,
and there are certain practices which I think you all are address-
ing, and some of the bigger credit card issuers are addressing
themselves, but there are a lot of little things that I think fall into
the category of non-transparency.

I think it is very hard to read some of the so-called disclosures,
or even the bills and the forms, and understand exactly what it is
you are supposed to do. I can tell you in my own case, I never know
when I am supposed to pay my credit card payment by; it is usu-
ally very hard to determine that.

So, I think exposing that, and making it as public as we can is
vitally important. Whether or not we should do that by legislation
or regulation, or working with the credit card issuers is something
I am not as sure about, but I am doggone sure that needs to hap-
pen.

I think there are practices which are questionable. Some of the
fees which are charged, the universal charges, some of the other
things that we have seen, which are very questionable, should be
looked at carefully, as far as credit cards are concerned.

I also think that the consumers themselves, all of us who are
consumers, need to be paying attention to this, as well. I mean, it’s
sort of burying your head in the sand to say that, “The credit card
companies sent me 20 credit cards. They are at fault. I accepted 10
of them, and I spent this amount of money, and now I am in seri-
ous debt.” It’s like saying a bartender kept filling your glass, when
you asked him to fill your glass. There has to be some under-
standing by the consumers of what their responsibilities are, as
well.

But I just sense this lack of connection between what is hap-
pening in the marketplace, and what people understand of what
their responsibilities are. And I think that we should, as a group,
work together to attempt to make all of that as clear as possible,
be it the box or some other methodology, to make absolutely sure
that there is a clear understanding of what we are dealing with.

With that, I think we would resolve a lot of the problems, and
that way, individuals who are saying, “We didn’t understand what
was happening,” will no longer be able to use that excuse, and
maybe they can’t pay their credit cards for a variety of reasons, but
the excuse won’t be they didn’t comprehend or understand what
the circumstances are.

I would hope that all of you in the various agencies would work
very hard towards this end. We started to see some of that, and
I think that’s positive. And I think our committee is going to be vi-
tally concerned about it.
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I would like to associate myself with practically all the segments
I heard here today by each of the members. I believe that we have
identified what a number of the problems are, and what we have
to do for solutions. And, hopefully, we can do it in a way that will
benefit everybody, and not be too Draconian. With that, I yield
back.

Chairwoman MALONEY. Congressman Cleaver, for 3 minutes; he
has offered an important bill on this subject.

Mr. CLEAVER. Thank you, Madam Chairwoman. I would also like
to express appreciation to Congressman Ackerman and Congress-
man Ellison, who, along with you and the ranking member, are ex-
tremely interested in, and committed to doing something about this
issue.

Fortuitously, today’s Washington Post carries a very, very sad
story about a woman by the name of Erica Bermudo, who left col-
lege last year with $5,000 in credit card debt. There is no way in
the world she should have ever gotten a credit card in the first
place.

And Congressman Udall and I drafted legislation based on what
we had seen, and the complaints received like those from Ranking
Member Bachus. And they ought to: require advance notice of in-
terest rate increases, unless they reflect the end of an introductory
rate for new accounts, or indexation to rate; require letting card
holders avoid paying a higher rate by canceling the card in time;
require card holders paying by mail to be told the date on which
a mail payment must be postmarked, in order to avoid fees charged
or increased interest rates; require that if a card issuer accepts
payments made in person, a payment made at least one day before
the due date would mean no late payment penalties; bar changing
fees or other penalties because a credit card holder pays more than
the monthly premium, or pays in full an existing account balance;
bars imposing fees for charges that put a card over the credit limit
if the issuer has authorized that charge, either in advance or at the
time of the purchase. And it also requires that if a college student
without employment is issued a card, that the parent or someone
with a job assume responsibility for that card.

The last time we held a hearing on this subject, as I began to
talk about this, one of my colleagues mentioned that the represent-
ative of the credit card industry was shaking his head, which has
inspired me, because I know, then, that we must be going in the
right direction.

We are representatives of the people of this country, and we get
complaints over and over and over again with what is going on in
the credit card industry. This means that change is needed. And
change does not roll in on the wheels of inevitability. This means
that we must make the changes, and I am prepared to do so.

I yield back the balance of my time. Thank you, Madam Chair-
woman.

Chairwoman MALONEY. Congressman Hodes, for 1 minute.

Mr. Hopes. Thank you, Madam Chairwoman. I want to thank
you for holding this important hearing, and to associate myself
with the remarks of my colleagues, especially those of Mr. Cleaver.
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I am very concerned about credit card practices in this country,
and the impact that these practices are having on my constituents
in New Hampshire.

Frankly, we are a nation in debt, and a nation of individual debt-
ors. Credit cards have given consumers unprecedented buying
power, and help to propel our economy. But easy credit and con-
fusing credit card company practices have come with a very high
price for many consumers.

Experian Consumer Direct, a division of one of the major credit
reporting agencies, issued a study in February of this year stating
that the average person in this country has four credit cards. The
report also found that 14 percent of consumers have 10 or more
credit cards. New Hampshire is one of two States with the highest
percentage of residents with that many cards.

So while, clearly, credit cards are a valuable fixture of our econ-
omy, the high fees that the consumers face, and the way that dis-
closures and practices work, are of deep concern. I appreciate the
proposal on Regulation Z as a first step. It’s a good first step. And
as you can hear, the tone of Members of Congress is very moderate.

I have been subject to enough craziness with credit cards on my
own, as the average everyday consumer, to come to Congress with-
out any patience. I have no patience for the credit card industry,
and I intend to join with my colleagues to protect my constituents,
and the consumers of this country.

Thank you very much, Madam Chairwoman. I yield back.

Chairwoman MALONEY. Congresswoman Biggert, for 1 minute.

Mrs. BIGGERT. Thank you very much, Madam Chairwoman. I
wasn’t going to make an opening statement, but I think there is
one piece of information that we are missing here, or has not been
talked about, and that is financial literacy.

And Congressman Hinojosa and I have been working on this. We
have a financial literacy caucus here, in the House, and I think
that what we found is that kids, middle school kids, didn’t even
know the difference between a check, credit card, and cash. And I
think that we not only, you know, do—the credit card companies—
and I congratulate all of those who have really worked on financial
literacy. But to take up—the public agencies have been working on
financial literacy, and a lot of the private industry. And I think
that we are making some gains in the education.

But if we start with the premise that the kids don’t know that,
and then they get to college, where they are given all of these cred-
it cards without any education, I think it is part of our responsi-
bility, as a public entity, and the private entities, to really increase
the education, and start probably in the schools.

And I have been working with schools that have so many pro-
grams that are working with the private. So I think that we are
moving ahead, and it’s not all doom and gloom, that—but it’s amaz-
ing that—the lack of financial literacy that people in this day and
age don’t have, and we need to improve our education on that. I
yield back.

Chairwoman MALONEY. Congressman Ellison, for 1 minute.

Mr. ELLISON. Madam Chairwoman, thank you for allowing me to
weigh in at this point. I do have a statement I would like to submit
for the record, but just briefly, I would like to say that this con-
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versation takes place within the context of flat or declining real
wages for working people, rising health care costs, stricter bank-
ruptcy rules, and a generally difficult time for the working and
middle-class people of the United States.

So, where do credit cards fit into this profile? Some of the prac-
tices just make things worse. And I would just like to urge the in-
dustry to remember that we cannot kill the goose that laid the
golden egg. When the American working person, who is also the
American consumer, begins to feel the pinch too severely, it’s not
long before the corporate structure will begin to feel that same
pain. Just as we have seen foreclosures in the subprime market,
we have now seen the difficulties for people on Wall Street.

So, I commend those parts of the industry that have said that,
“We are not going to engage in universal default, double-cycle bill-
ing, pay-to-pay,” but I agree that when the pressure of competition
comes down, we need to keep good lenders good. I am in favor of
banning these practices, because I want our financial industry to
maintain a good reputation among American consumers, and I
think it has suffered a lot under some of these questionable, uneth-
ical practices.

I just want to say, as I wrap up my remarks, that there is some-
thing known as a dram shop action. That means if you're sitting
in a bar, and they keep on pouring, and you keep on asking, that,
yes, the consumer may have responsibility, but the bar will, too.
But the bar will, too.

So, I think it’s important for us all to bear in mind, that while
financial literacy is important, and while disclosure is important,
responsibility of the industry cannot be misdirected or sent away.
Thank you.

Chairwoman MALONEY. And, finally, Congressman Hinojosa, for
1 minute.

Mr. HiNoJOSA. Thank you, Madam Chairwoman. I want to thank
you, and express my sincere appreciation to you for holding this
important hearing on credit cards today. I look forward to partici-
pating in future hearings on this issue.

I understand that credit cards are used by credit bureaus and
others to help determine credit worthiness of those seeking to pur-
chase goods and services. And so I say that it is extremely impor-
tant for me to identify myself with the other members who have
expressed concerns on what is happening in this industry.

However, I must stress in the 1 minute given to me by the chair-
woman, to express concerns that I have with college education and
savings, as it refers to credit cards. We are trying to reauthorize
the Higher Education Act this year. And in all the hearings, we
hear about how difficult it is on the two things that we talk about,
and that is accessibility to higher education, and affordability.

Credit cards are being used to address the need for affordability
to buy books, to pay for college tuition, and many things like that.
Why? Because savings in this country are now negative, compared
to the 3 percent we used to save 10 years ago. And credit cards are
contributing to this problem of negative savings, and the negative
problems in being able to afford college education.

I invite you to join our coalition of Jump Start. Judy Biggert and
I have worked with financial literacy education being available to
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students and parents at the 9th, 10th, 11th, and 12th grades, and
in other groups, not just the high school students.

But there is a serious problem, and if we can’t work together to
address it, then you force Congress to then make it very difficult
to use a credit card for the purposes that I have expressed my con-
cerns. So I invite you to dialogue with us, so that we don’t have
to go so far beyond what is necessary to prevent use of cards as
it refers to college education. With that, I yield back, Madam
Chairwoman.

Chairwoman MALONEY. Thank you very much. And any other
statement can be put in the record.

We are very fortunate today to have an all-star cast testifying:
the Honorable Frederic Mishkin, Governor, Board of Governors of
the Federal Reserve System; the Honorable John Dugan, Comp-
troller, Office of the Comptroller of the Currency; the Honorable
Sheila Bair, Chairman, Federal Deposit Insurance Corporation; the
Honorable John Reich, Director, Office of Thrift Supervision; the
Honorable JoAnn Johnson, chairman, National Credit Administra-
tion; and the Honorable Richard Neiman, superintendent of the
New York State Banking Department, who is representing the
Conference of State Banking Supervisors.

Thank you all for coming, and we look forward to your testimony.
Governor Mishkin.

STATEMENT OF THE HONORABLE FREDERIC S. MISHKIN, GOV-
ERNOR, BOARD OF GOVERNORS OF THE FEDERAL RESERVE
SYSTEM

Mr. MisHKIN. Chairwoman Maloney, Ranking Member Gillmor,
and members of the subcommittee, I appreciate the opportunity to
discuss the Federal Reserve Board’s May 23rd proposal to make
credit card disclosures more effective.

In the last 25 years, credit cards have gone from being fairly
common to being nearly ubiquitous. At the same time, credit cards
have become more complicated, with more features and more com-
plex pricing. Their complexities have bred concerns about the fair-
ness and transparency of marketing practices, and account terms.

The Federal Reserve Board believes our proposal helps to ad-
dress many of these concerns. Our proposal seeks to ensure that
consumers receive key information about the cost of credit cards in
ways they can understand, in formats they can use, and at times
when it is most helpful.

It is our belief that more effective disclosure will make con-
sumers less likely to fall into traps for the unwary, and better able
to choose suitable products and to use them wisely. Better disclo-
sures should also enhance competition among credit card issuers,
and competition is usually the best cure for unfairness.

As we developed new disclosures, we considered what individual
consumers themselves had to say about them by conducting exten-
sive consumer testing. In one-on-one interviews, consumers told us
what information they find useful when making credit card deci-
sions, and what information they ignore. We learned which words
and formats for presenting information promote understanding,
and which do not.
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These lessons are reflected in a myriad of preliminary judge-
ments we have made about the appropriate content, format, and
timing of disclosures. I want to highlight some of the improvements
our proposal would make.

Advertisements of so-called fixed rates would be restricted to
rates that are truly not subject to change, either for the life of the
account, or for a clearly disclosed period.

The Schumer Box, currently required only with credit card solici-
tations and applications, would be updated to more effectively
present information about rates and fees.

Summary tables, similar to the Schumer Box, would accompany
the lengthy, complex credit agreements that consumers receive at
account opening, and when terms change. Penalty rates and fees
would be highlighted in the Schumer Box, and in the other sum-
mary tables, and a reminder of late payment penalties would ap-
pear on every periodic statement.

A consumer would be sent notice 45 days before a penalty rate
was imposed, or the rate was increased for other reasons.

Fees would be highlighted on the periodic statement. Fees would
be grouped together in a prominent location. Fees would also be to-
taled for the billing cycle, and for the year-to-date.

Another way of disclosing the cost of credit, the effective APR, is
the subject of two alternative proposals: One, to try to make it
more meaningful; and two, to eliminate it if a meaningful disclo-
sure is not reasonably attainable.

A warning about the higher cost of making only the minimum
payment would appear on the periodic statement, as the Bank-
ruptcy Act requires. The proposal seeks to fulfill the spirit, not just
the letter, of the Act. It would provide creditors incentives to base
their estimate of the time to repay the balance on actual account
terms, and to place that estimate directly on the periodic state-
ment, rather than ask the consumer to call a toll-free telephone
number.

We expect that these and other aspects of our proposal would
help consumers and improve competition, without imposing unwar-
ranted burdens on credit card issuers. We have detailed the rea-
sons for this expectation at great length, so that the public can
evaluate our proposal, and tell us how we can do better.

Madam Chairwoman, I look forward to our continuing efforts to
ensure that consumers with credit are well informed, and consumer
credit markets are well functioning. I am happy to address any
questions you and the members of the subcommittee might have.
Thank you.

[The prepared statement of Governor Mishkin can be found on
page 249 of the appendix.]

THE HONORABLE JOHN C. DUGAN, COMPTROLLER OF THE
CURRENCY, OFFICE OF THE COMPTROLLER OF THE CUR-
RENCY

Mr. DUGAN. Chairwoman Maloney, Ranking Member Gillmor,
and members of the subcommittee, I appreciate this opportunity to
discuss the effectiveness of credit card disclosures and related
issues.
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The credit card is, in many ways, a remarkable success, evolving
from a novelty to an essential payment device for roughly three-
fourths of American households. Credit card terms, marketing, and
account management practices have also been evolving, in response
to intense competition for customers and revenue.

This competition has led to the virtual elimination of annual
fees, lower interest rates for most consumers, and increased credit
availability for more Americans. But competition has also led to
more complex and aggressive pricing structures, as issuers seek to
more effectively target customers, generate additional revenue, and
manage their risks.

Indeed, from a lender’s perspective, credit card loans are perhaps
the riskiest form of consumer credit. Unlike a home mortgage, a
credit card loan is unsecured and open-ended. That means the bor-
rower can increase the loan amount at any time, up to a specified
limit, and the borrower can keep large balances outstanding for
long periods.

As a result, credit card accounts require substantial ongoing risk
management, because a borrower’s creditworthiness can deteriorate
over time. One way that card issuers mitigate this risk is through
ghanges in pricing, whether through increased interest rates or

ees.

Such risk-based pricing can be an important risk management
tool. But the practice has also generated sharp criticism and nu-
merous complaints, especially from consumers who were unaware
that the cost of their credit could increase.

This last point implicates the key focus of this hearing, the effec-
tiveness of disclosures. As the GAO noted last year in its com-
prehensive report, disclosures are the primary means under Fed-
eral law for protecting consumers against inaccurate and unfair
credit card practices.

Unfortunately, disclosures plainly have not kept pace with the
changes and complexities in credit card practices. Neither has dis-
closure regulation. In particular, such practices as universal de-
fault and double-cycle billing have been especially difficult for con-
sumers to understand, given current disclosure rules.

The OCC does not have the legal authority to issue regulations
under the primary consumer protection statutes that govern credit
card lending. Nevertheless, we do supervise many, but not all, of
the largest credit card issuers. As described in detail in my written
testimony, the OCC has a comprehensive risk-based program for
oversight of credit card lending by national banks, using four pri-
mary tools: examination; complaint analysis; supervisory guidance;
and enforcement.

But there are limits to what the OCC can accomplish alone to
reform disclosure practices, and that is why the Federal Reserve
undertaking to revise its disclosure rules is so important. Changes
to Regulation Z would set new standards that apply to all partici-
pants in the credit card industry.

And improved effective disclosure of credit card terms can have
three fundamental benefits for consumers: first, informed consumer
choice; second, enhanced issuer competition to provide consumers
the terms they want; and, third, greater transparency that will
hold the most aggressive credit card practices up to the glare of
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public scrutiny and criticism, making issuers think long and hard
about the cost of such practices before implementing them.

Our preliminary reaction to the Board’s proposal is very positive,
as it incorporates many of the approaches to effective consumer dis-
closures that we previously recommended. Nevertheless, we do ex-
pect to provide additional suggestions during the comment period.

A lingering question, of course, is this: Can improved disclosure
be sufficient to address the fundamental issues raised by current
credit card practices? We certainly hope so, and we believe changes
to Reg Z show real promise for addressing a number of these
issues.

Moreover—and this, frankly, is partly due to public criticism
raised by members of this subcommittee and others—most national
bank issuers have already moved away from such practices as uni-
versal default and double-cycle billing.

In addition, there are potential costs associated with going be-
yond disclosure. For example, proposals to restrict risk-based pric-
ing could have unintended consequences regarding banks’ ability to
manage risks, or on the availability and affordability of credit
cards, more generally.

As Congress continues to weigh these issues, the OCC stands
ready to provide additional information that the subcommittee may
need, based on our supervision of national banks. Thank you very
much.

[The prepared statement of Comptroller Dugan can be found on
page 131 of the appendix.]

STATEMENT OF THE HONORABLE SHEILA C. BAIR, CHAIRMAN,
FEDERAL DEPOSIT INSURANCE CORPORATION

Ms. BAIR. Chairwoman Maloney, Congressmen Castle and Bach-
us, and members of the subcommittee, I appreciate the opportunity
to testify on credit card practices.

Today, more American households are using credit cards than
ever before. Three in four households have some type of credit card.
Nearly half carry a month-to-month balance, despite the high
APRs. And the size of that debt burden for the typical household
has increased by two-thirds since 1989.

Recent growth in credit card debt is notably significant among
lower-income people and young people, a trend I find troubling.
FDIC-supervised banks have about 15 percent of the total credit
card debt for all banks. That amounts to $104 billion of reported
credit card receivables, with most of that consolidated in the two
largest FDIC-supervised credit card banks.

Bank credit card practices are examined as part of both our safe-
ty and soundness examination and our compliance examination.
This coordinated approach is especially important in supervising
credit card banks, where safety and soundness and consumer pro-
tection issues overlap considerably.

Last month, as you know, the Federal Reserve Board proposed
amendments to Reg Z, the rule that implements the Truth in Lend-
ing Act, which governs credit card lending and other forms of cred-
it. These new rules would make important changes to the format,
timing, and content requirements for billing statements and other
notices given to consumers about their credit cards. These changes
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should significantly improve the quality of credit card disclosures
and are a highly positive step forward.

TILA is, for the most part, a disclosure-based statute, as it ap-
plies to open-end credit. This may not be the best vehicle for pro-
hibiting certain controversial practices, many of which were identi-
fied in the recent Government Accountability Office report. Some of
these problematic practices are very complex, and difficult to ex-
plain. I am not convinced that full disclosure will completely ad-
dress them.

I would also like to note that while practices in the prime market
have raised many concerns, we often see more egregious practices
in the subprime credit card market. These include deceptive mar-
keting, inadequate account disclosures, and accounts that have lit-
tle or no credit left after opening fees and other charges are im-
posed.

We use our supervisory authority to address unfair and deceptive
practices by the banks and thrifts that we supervise. However, the
FDIC does not have rulemaking authority under the Truth in
Lending law, or the FTC Act.

The FDIC is reviewing to what extent troubling credit card prac-
tices can be adequately addressed by supervisory action, or if some
of the practices can be addressed through our safety and soundness
rulemaking authority. It may be that some of these practices would
best be addressed through rulemaking under unfair and deceptive
acts and practices.

Let me end by saying that growth and innovation in the credit
card industry has had many positive effects on the economy and
consumer access to credit. However, current industry practices and
increasingly complex product innovations pose major challenges in
maintaining a balance between bank profitability and consumer in-
terest. Thank you very much.

[The prepared statement of Chairman Bair can be found on page
85 of the appendix.]

STATEMENT OF THE HONORABLE JOHN M. REICH, DIRECTOR,
OFFICE OF THRIFT SUPERVISION

Mr. REICH. Good morning, Madam Chairwoman, Ranking Mem-
ber Bachus, and members of the subcommittee. Thank you for the
opportunity to address current issues with credit card lending by
the thrift industry.

By statute, thrifts must maintain 70 percent of their assets in
mortgages and mortgage-related assets. However, this requirement
makes accommodation for certain retail lending activities of thrifts,
including credit card lending. This benefits consumers by increased
competition among lenders, and promotes asset diversification and
balance in a thrift operation, by avoiding exposure to a narrowly-
focused lending strategy.

The authority for Federal thrifts to issue credit cards is subject
to OTS authority to supervise this activity. OTS authority includes
the ability to examine, regulate, and limit the credit card oper-
ations of a Federal thrift to protect the institution and its cus-
tomers.

In addition to monitoring the performance and capital of thrift
credit card lenders, we monitor the marketing, pricing, fee, and
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servicing practices of these programs. An important component of
this is overseeing compliance with consumer protection laws, and
institution account management and collection activities.

We are particularly mindful of reputation risks that could under-
mine the safety and soundness of an institution and/or the Federal
thrift charter out of which an institution conducts its credit card
operations.

In connection with our examination approach, we regularly con-
duct combined exams for safety and soundness and compliance
with Federal consumer protection laws, including the Fair Lending
Act, the Equal Credit Opportunity Act, and the Truth in Lending
Act.

We also examine for compliance with our regulations that pro-
hibit discrimination and misrepresentations in advertising.

We also track individual institution consumer complaints relat-
ing to various potential regulatory violations, including credit card
lending programs.

I should also mention that we hope to soon finalize an agreement
with the Conference of State Bank Supervisors that will be a
framework for sharing consumer complaint information with the
States.

Consumer complaint records play a significant role in our exami-
nations, in assessing an institution’s compliance management pro-
gram, and in pursuing corrective action that may be appropriate to
address programmatic weaknesses or deficiencies.

We follow up with institutions on all consumer complaints filed
with the Agency. This process is subject to stringent review time-
frames, and we strive to provide timely and complete responses to
consumers in all matters. We encourage institutions to resolve com-
plaints directly, but we intervene when necessary to resolve a dis-
pute.

Fundamental to our oversight is ensuring that institutions con-
duct their activities in a manner consistent with sound consumer
protection. If an institution’s lending programs are potentially
predatory, or lack adequate controls to support responsible lending,
there are numerous options we can take to eliminate these risks.
These include formal and informal supervisory approaches. While
we often find informal actions to be sufficient and effective, we do
not hesitate to use our formal enforcement authority when it is ap-
propriate to do so.

With respect to the Fed’s proposed revision to Regulation Z, the
proposal provides consumers with more time, better practical dis-
closures, and more comparative information upon which to make
important credit decisions.

I support these modifications, and encourage the Fed to consider
all practical solutions to minimize potential regulatory burdens,
particularly on smaller institutions under the proposal.

The OTS will continue to work with our institutions to ensure
safe and sound underwriting standards, and strong consumer pro-
tections. Thank you, Madam Chairwoman, and the members of the
subcommittee, for holding this hearing, and for the opportunity to
present OTS’s views on these issues.

[The prepared statement of Director Reich can be found on page
281 of the appendix.]
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STATEMENT OF JOANN M. JOHNSON, CHAIRMAN, NATIONAL
CREDIT UNION ADMINISTRATION

Ms. JOHNSON. Good morning. Thank you for giving me the oppor-
tunity to testify today regarding improving credit card consumer
protections. This is a timely and important subject that merits con-
gressional oversight, and I commend you for your interest in im-
proving the rules available to help consumers as they face a crowd-
ed landscape of credit card options.

The Fed implements truth in lending through Reg Z, which ap-
plies to both Federal and state-chartered credit unions. NCUA is
responsible for enforcement of Reg Z for Federal charters, while the
FTC has responsibility for enforcement in state-chartered credit
unions.

Additionally, Federal credit unions are subject to further require-
ments specified in the Federal Credit Union Act. Regardless of the
source of regulatory authority, NCUA places a priority on ensuring
that credit unions make clear and concise disclosures to members,
and also work to protect consumers against inaccurate or unfair
billing practices.

NCUA uses regulatory alerts, letters to credit unions, and legal
opinion letters to inform credit unions of their responsibilities to
consumers under Reg Z. This regime has created a solid basis for
credit union compliance with the law, and has promoted a system
where credit card services are provided to members in a fair and
understandable manner.

Before I discuss specifics of NCUA oversight of credit unions, I
would like to describe the industry’s participation in credit card
services. As of March of this year, just over one-half of all federally-
insured credit unions offered credit cards to their members. Credit
unions hold roughly 3 percent of the credit card market. Credit
card loan growth in credit unions has averaged 4.2 percent over the
last 5 years, and credit card balances represent 5 percent of total
credit union loans.

I want to underscore the fact that Federal credit unions are sub-
ject to an 18 percent cap on loan rates imposed by NCUA regula-
tion. This cap has been in place since 1987. NCUA’s policy is to in-
clude any credit fees as finance charges for purposes of the 18 per-
cent cap, if those fees would be defined as a finance charge under
Reg Z.

The average outstanding credit card balance at year-end 2006
was just over $2,000, with an average interest rate of slightly more
than 11 percent. These rates are lower than the national average
for credit cards issued by other providers.

I also note a 2005 Woodstock Institute study that found pure
complexities and more consumer-friendly terms offered by the 10
largest credit union issuers, versus other large issuers.

Another issue relevant to the credit card discussion is that of
Federal pre-emption of State law. NCUA has narrowly exercised its
authority to pre-empt State laws, pre-empting only those laws af-
fecting rates, terms, and conditions of loans offered by Federal
credit unions, and other laws affecting certain fees.

NCUA does not pre-empt State consumer disclosure laws, par-
ticularly those that emphasize plain-English descriptions that help
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consumers gain a better understanding of terms, or laws pertaining
to insurance, collections, contracts, or attorneys’ fees.

While our general observation is that States in the areas of dis-
closure have taken steps in the right direction to protect consumers
from harmful practices, NCUA believes having Federal require-
ments is beneficial for two reasons: One, it means a consistent, na-
tional practice, so that consumers in one State will get the same
disclosures as those in another State; and, two, it clarifies the rules
for financial institutions with locations in more than one State.

I now want to turn to oversight, and enforcement of Reg Z.
Through its examination and complaint monitoring process, NCUA
plays a significant role in making certain that consumers are ap-
propriately protected.

During its safety and soundness exams, NCUA also clearly com-
municates to the credit union its responsibilities for complying with
consumer protection rules, including Reg Z. We also communicate
penalties that could result from violations. When a violation is
noted, corrective actions are taken.

During the almost 8,000 exams completed in Federal credit
unions in 2006, NCUA noted 305 violations of Reg Z; 17 of those
violations were specific to credit cards, and were addressed through
the examination process, or other NCUA methods, such as docu-
ments of resolution or examiner findings. All of these can adversely
affect the credit union’s CAMEL rating.

NCUA also maintains a structured consumer complaint resolu-
tion process. Our agency’s Web site features a complaint center
where consumers can directly contact our regional directors to reg-
ister complaints or problems. Complaint logs since 2004 show few
complaints about credit card practices. The 80 that specifically per-
tained to credit cards focused on misunderstandings of terms and
payment disputes, and they were resolved by our regional staff.

The Fed is in the midst of an extensive review of Reg Z, and we
are assessing these changes, and are pleased with many of the
changes we see.

In closing, I would like to say that although it’s not a panacea,
financial education, in concert with effective regulation and respon-
sibility, can play a key role in improving consumers—empowering
consumers to make the right choices. And we look forward to work-
ing with you to make these changes. Thank you.

[The prepared statement of Ms. Johnson can be found on page
185 of the appendix.]

STATEMENT OF RICHARD H. NEIMAN, SUPERINTENDENT, NEW
YORK STATE BANKING DEPARTMENT, ON BEHALF OF THE
CONFERENCE OF STATE BANKING SUPERVISORS (CSBS)

Mr. NEIMAN. Good morning, Madam Chairwoman, and members
of the subcommittee. I am Richard Neiman, superintendent of
]céasnkss for the State of New York, testifying today on behalf of

BS.

I am pleased to be here today to share our views on the need to
improve disclosures and protections for users of bank-issued credit
cards. Being here also has a special meaning to me, personally, be-
cause this is where my introduction to Federal financial institu-
tions and legislation began.
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As a congressional intern, I worked my way through college for
the then-House Banking Committee under Chairman Wright Pat-
man, and staff director, Dr. Paul Nelson. Who would have pre-
dicted that I would return to the same committee, over 30 years
later, only now as superintendent to address this important issue?
So, I thank you again, and I am very honored to be here.

Although CSBS has not formalized any Federal policy rec-
ommendations, the question of how to best protect credit card bor-
rowers is a priority for State bank regulators, and one with broad-
reaching implications for State authority, for pre-emption, and the
balance of our dual banking system.

Today, I would like to highlight three areas that I believe need
to be acknowledged and acted upon: one, the most troubling credit
card practices we have identified in New York; two, the need for
a Federal response to address abusive practices, and ensure that
consumers receive meaningful information about credit card terms;
and three, the important role States have played, and should con-
tinue to play, in protecting consumers.

Credit cards are a major source of complaints for State law en-
forcement authorities and regulators. In 2006 alone, the New York
attorney general received 4,000 credit card complaints, second only
to the number of complaints about the Internet.

According to the GAO, credit card issues are the largest source
of complaints for the OCC, the Federal Reserve, and the FDIC.

In New York, we have identified a number of credit card issuer
practices that can be misleading or abusive, including those relat-
ing to universal default, double-cycle billing, unilateral changes in
terms, deceptive promotion, and certain excessive penalty rates,
overlimit, and late fees.

However, OCC and OTS pre-emption of State laws has signifi-
cantly limited a State authority to address these issues. A series
of court decisions over the past 30 years has essentially eliminated
a State’s ability to protect consumers from abusive lending prac-
tices by lenders other than those lenders we directly charter.

We believe that the public is best served by a system that pro-
vides effective and balanced dual Federal/State regulation. The
Federal Reserve Board’s recently proposed changes to Regulation Z
are an important step in ensuring that consumers receive meaning-
ful disclosures of credit card terms.

However, credit card issuers should not perceive that simply by
complying with required disclosures, they may continue to engage
in practices that confuse and mislead consumers. Better disclo-
sures, while important, are not a panacea.

In considering solutions to the problems in the credit card indus-
try, Congress should look at and support the role that States have
played, and we hope will continue to play, in protecting consumers:
first, through enforcement actions, such as those brought by the
New York attorney general against subprime credit card lenders
for deceptive practices; and second, through regulatory and legisla-
tive solutions that can serve as models for Federal regulation. New
York and other States have pioneered initiatives in all aspects of
consumer protection that can serve as Federal models.

Third, through information gathering and monitoring compli-
ance. On the State/Federal front, the regulatory landscape post-
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Wachovia demands more, not less, interaction. One example of
inter-governmental partnership is the MOU that New York, as the
first State, entered into with the OCC this past November, to en-
hance the resolution of consumer complaints.

States are also in a position to provide valuable public informa-
tion about credit card practices, and the cost of credit. The avail-
ability of credit to Americans across income lines has undeniable
benefits to individuals, to households, and to the economy. Lending
practices that have the effect of destroying a borrower’s credit rat-
ing and financial future, however, fly in the face of our shared goal,
which is to make the widest possible range of safe and sound bank-
ing services available to consumers.

We look forward to sharing our views with the Federal Reserve,
as it continues in the process of amending Reg Z, and we also seek
additional opportunities to work with the Federal banking agencies
to share best practices on monitoring compliance and consumer
protection laws.

Thank you for inviting me here today, and I would be happy to
answer questions at the end. Thank you.

[The prepared statement of Mr. Neiman can be found on page
266 of the appendix.]

Chairwoman MALONEY. Thank you for all of your testimony.

I would like to ask Governor Mishkin, while this proposal is very
important and a very major, long-awaited updating of credit card
disclosure, other regulators and consumer advocates believe that it
is not enough to crack down on abusive practices that my col-
leagues and I have been talking about today.

As T understand it, the Fed is the only regulator that has author-
ity to regulate substantive credit card abuses. And I would like to
ask you if that is correct. And if so, are you planning to use that
power to regulate the abuses we have been talking about today?

Mr. MisHKIN. Thank you, Madam Chairwoman. We believe that
the very key step, in terms of getting markets to work well, and
to benefit consumers, is that they get sufficient information to
make decisions that will do two things. One is they can make the
right decisions, but also, that they encourage people who are pro-
viding them with the products to actually give them a product that
is a good product.

And our view is that this step that we have taken, in terms of
this disclosure, is actually a very important step in exactly that di-
rection.

In terms of whether this will completely solve the problem, we
don’t know. And surely we will consider whether, in fact, other
steps might have to be taken. But we also do have to be aware that
when you write regulations, it’s not easy to do, and you don’t want
to have unintended consequences that you will find after the fact
are undesirable.

So we do feel that this is an important step, in terms of disclo-
sures, that we think that this will have a big impact on the mar-
kets, and we are hoping that, in fact, we can get comments on this
disclosure proposal, and in fact, then take it from there. Thank
you.

Chairwoman MALONEY. Well, then, let me move on to the other
regulators. Would you support a legislative change that granted
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you similar authority to that of the Fed, to regulate substantive
abuses by credit card issuers whom you have the authority to su-
pervise?

You testified earlier, Mr. Dugan, that you did not have that
power. Would you support such a legislative change?

Mr. DuGAN. Chairwoman Maloney, I take it you're asking about
regulations to establish unfair and deceptive practice—

Chairwoman MALONEY. Right, exactly.

Mr. DUGAN.—more generally, which could be credit cards, could
be something else.

Chairwoman MALONEY. Yes.

Mr. DUGAN. And as I have previously written to the committee,
I do think that is something that could be useful for, not just the
OCC, but for other banking regulators to have.

And the reason why I mention the others is that not only is it
a useful tool, but so much of the time—credit cards are a good ex-
ample, mortgage lending is another—you really have to do this on
an across-the-board basis, and I think sometimes that each of the
regulators could bring more of a perspective to bear, based on the
institutions that they specifically regulate.

And so, that is something that I have supported, but I think it
should be done across-the-board, and something that should be con-
sidered as a way to jointly regulate where that is appropriate.

Chairwoman MALONEY. Governor Mishkin, would you support
such a change?

Mr. M1sHKIN. I don’t have a position on that issue.

Chairwoman MALONEY. Chairman Bair?

Ms. BaIR. Yes, the FDIC does—we do think it would be helpful
to have rulemaking authority under the unfair and deceptive acts
and practices authority, as it would apply to our own banks.

I agree with John. I think, as a practical matter, that it would
be done and should be done on an inter-agency basis. If we were
given rulemaking authority, that would increase our ability to have
a seat at the table, if you will, to initiate such rulemaking.

Chairwoman MALONEY. Director Reich?

Mr. REIcH. Well, I agree with the comments that Chairwoman
t]?air just made about the rulemaking authority on an inter-agency

asis.

I also agree with a comment that you made in your opening
statement, that market-based solutions are a very important part
of, hopefully, resolving many of the practices which we’re talking
about today. I think, clearly, there is a demonstrated need for the
development of a set of best practices.

And my own preference would be that many of the problem areas
that we’re talking about would be resolved through the adoption—
through letting the market work, the adoption of market-based
practices, rather than attempting to pass regulations to deal with
every single area of perceived difficulty.

Chairwoman MALONEY. And Ms. Johnson?

Ms. JOHNSON. Yes. If given that authority, we would work with
our inter-agency colleagues to implement.

Chairwoman MALONEY. And I would like to ask the regulators,
and Mr. Neiman, what abusive practices would you start cracking
down on first? What would you target?
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Mr. NEIMAN. Well, I would—because the State’s hands are tied,
I would look at many of the abusive practices which can be the
most troubling practices that you have talked about today: uni-
versal default; double-cycle billing; and late fees after credit limits
are exceeded.

I would look to restoring the balance, either returning power to
the States to address these issues, but we would also support a na-
tional standard, whether through a legislative approach, or work-
ing with our colleagues at the regulatory level.

Chairwoman MALONEY. My time is up, and [—Mr. Castle, or Mr.
Bachus? Who is—Mr. Bachus?

Mr. BacHUS. Thank you. Governor Mishkin, in your statement
you say, “Further, there are concerns that issuers’ methods of cal-
culating interest, such as the ways they choose to allocate cus-
tomers’ payments to different balances, are confusing or not clearly
disclosed.”

And what you are referring to is what I mentioned in my opening
statement, where the credit card issuers charge different interest
rates for different purchases or cash transactions.

And you go on to say, “The presence in the market of terms
seemingly unfavorable to the consumer.” Now, it would obviously
be always unfavorable to the consumer to target that to the bal-
ance where there is either no interest rate, or where there is a low
interest rate instead of the high interest rate. That is never going
to be anything but unfavorable to the consumer, or unfair.

You say here, “The presence in the market of terms seemingly
unfavorable to consumers appears to indicate that the market is
not fully competitive.” Is that one of the practices that you were re-
ferring to?

Mr. MISHKIN. In terms of getting a market to be competitive,
consumers have to have the information that actually lets them
make an informed decision. And one of the things that our proposal
does is it makes it much clearer—and also, for me, in much larger
print, which is a great help, in terms of getting older, and not being
able to see as well—that it makes it much clearer that, in fact, this
is the way that the payments will be allocated.

Mr. BAcHUS. Right.

Mr. MISHKIN. I think the benefit of that is that competition then
can start to work. That, in fact, if one credit card issuer is not giv-
ing a consumer as good a deal, then consumers, if they know this,
can actually shop around and get a better product.

And, in fact, the information that we see being provided about
this, including congressional hearings like this, are actually helping
to change industry practices in a positive way.

Mr. BACHUS. Yes. You know, all of you are regulators, and part
of your duty is to listen to consumers, those that utilize your insti-
tutions. When they come to you with a complaint that their pay-
ments are going to their balance with the lowest interest rates,
which is always unfavorable to them, is there any public interest
argument that you can give them, why that would be so?

Or even say this: Is there a risk-based reason that a card issuer
would not allow their customers to pay off the amounts on their
higher interest balances first? It seems to me that it’s a safety and
soundness issue. Any time they applied on the low interest rate,
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they increase the likelihood that the consumer will default, and in-
crease the difficulty of them paying their obligation. But—

Mr. DUGAN. Mr. Bachus, this is an issue, in terms of disclosure,
that the OCC did address in its guidance with respect to national
banks, in the sense that we did not feel that national banks were
adequately disclosing when they were always making the payments
to the lower balances first.

And so, we have directed, through our guidance, that we expect
our banks to make that disclosure clear. And we are gratified that,
in the proposed change to Reg Z, everybody may—

Mr. BacHUS. Yes. Let’s say even if you say, “Make that clear,”
but that still doesn’t—even if they make it clear, these disclo-
sures—even the Fed’s proposal, and what they are going to do, I
mean, that is better than now. But it is still pretty complex.

But I guess I would ask each and every one of you, does applying
it to the low interest balance increase the likelihood of them de-
faulting or not?

You know, one of the things that you all are trying to do is en-
courage people to pay off their credit card debts. We all agree that
credit card debt in this country is problematic. It seems to me that
this practice just increases default rates, and increases consumer
debt loads. I mean, even in the Fed statement, you say that it is
certainly unfavorable to consumers.

Is there any safety and soundness or risk-based reason to do
that? Or is it just to increase your profits? That is the only thing
to me, the only justification to me is just to increase—there is noth-
ing favorable about it.

Mr. DuGaN. Mr. Bachus, I think that is a question you should
ask the issuers on the issuer panel. But as to whether it is a safety
and soundness risk, we do monitor, from a safety and soundness
perspective, how issuers are managing their accounts more gen-
erally. We look very carefully at those kinds of rules. And we be-
lieve they have been able to manage the risk associated, even with
payments like that.

We do think it’s important that they disclose it correctly. But
going beyond that is not something that we felt that we had the
authority to address.

Mr. BACHUS. Okay.

Ms. BAIR. Well, I would say, with regard to the specific instance
that you mentioned, I would have a hard time seeing a public pol-
icy basis for that type of allocation.

It sounds like there were two problems: one, the consumer wasn’t
given adequate notice that this payment was going to be treated
as a cash advance at the higher interest payment; and then, two,
to add insult to injury, when he made the payment, it was applied
to a lower interest balance.

We are carefully looking at this. I would say one argument—now,
I am fact finding, but one argument that has been made to me with
regard to the question of the zero balance transfers—is that when
you have a zero balance transfer situation, and the payments are
applied there first, the economics of that helps facilitate providing
the zero balance transfer deals.

Now, whether that outweighs some of the other issues, I don’t
know. But that is one situation where a public policy argument has
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been made to me that this type of tiered payment allocation facili-
tates these very low interest transfers to consumers.

Chairwoman MALONEY. Time has expired. Mr. Watt, for 5 min-
utes.

Mr. WATT. Thank you, Madam Chairwoman. Ms. Bair, there are
two parts of your written testimony that I want to focus on, be-
cause they are very troubling.

One is on page 6, where you talk about the 27 institutions the
FDIC has identified as credit card lending specialists. First of all,
before 1 forget it, would you provide a list of those institutions to
the committee?

Ms. BAIR. Yes, I would be happy to.

Mr. WATT. And you go on to say that credit card lenders—those
27, 1 presume—had a return on assets of 3.7 percent in the first
quarter of 2007, while the banking industry, overall, had a return
on assets of 1.21 percent.

And in the first quarter of 2007, the ratio of non-interest income,
which includes fee income, the average assets was 9.61 percent for
those 27 credit card specialists, versus 2.09 percent for all insured
banks and thrifts.

Ms. BAIR. Yes.

Mr. WATT. Then, on page 17 of your written testimony, you intro-
duce a concept that I really hadn’t focused on, this subprime credit
card. I never really had made a distinction between prime and
subprime credit card lenders. We make that distinction in the
mortgage field all the time.

Are these 27 institutions that you identify on page 6 the primary
subprime credit card lenders that you’re talking about on page 17?

Ms. BAIR. No.

Mr. WATT. Or are they two different groups of people that you
are talking about?

Ms. BAIR. No, I believe—I will check with our economist—this is
for the industry, as a whole. We went to—

Mr. WATT. Okay, how many subprime credit card lenders have
you all identified, and could you provide the committee a list of
those—

Ms. BAIR. Yes, I would be happy to do that.

Mr. WATT.—subprime credit card lenders, if it is different than
the credit card lending specialists?

Ms. BAIR. It would be a different group, and yes, I would be
happy to provide—

Mr. WaTT. Okay. There would be some overlap, I presume.

Ms. BAIR. Yes, yes. On page six, we are talking about the indus-
try as a whole, those who specialize in—

Mr. WATT. Okay. Now, the question I want to ask is are you tell-
ing me that the FDIC does not have any authority to address that
kind of disparity in returns?

You are talking about 9.6 percent of a credit card specialist in-
come coming from fees or non-interest. I mean, it seems to me that
there is something wrong with that picture.

And so, my question is, is there anything that you have done, or
can do, to address that kind of disparity?

And can you have a set of rules that is more aggressive for
subprime lenders, just like we are talking about in the mortgage
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area, this notion that we have to have one set of rules that fits ev-
erybody, when the violations don’t seem to square up on both sides
of the ledger, it seems to me to be a misconception.

Do you have anything that you can do to those people who seem
to be abusing the system?

Ms. BAIR. Well, first of all, I would like to say this is for the in-
dustry, as a whole. FDIC-supervised institutions are only about 15
percent of the market. And—

Mr. WATT. So, then that is in Mr. Mishkin’s territory, is what
you are saying. And what I keep hearing all of you saying is that
the Fed hasn’t done squat to really deal with this problem, and
doesn’t seem to be doing squat to deal with it, even though they
are the only ones that have the authority to do it.

So I am going to—I have 1 more minute, and I have my soap box
here, and you got me on it. Let me talk about my other primary
complaint, which is you all talk about risk-based pricing. I have ab-
solutely no problem with risk-based pricing. The problem that I see
is that nobody is assessing the risk out there.

When I see my father, after he died, getting all of these solicita-
tions, I mean, I would not have given my father credit on a credit
card. I am serious. It is not your assessment of risk, you have to
ass}izs‘;% some risk before you can do risk-based pricing. Isn’t that
right?

Is anybody assessing risk in the credit card industry any more,
or are they just mailing out and sending the credit card to whom-
ever will fill out an application and send it back in, unsolicited?

Mr. DUGAN. Mr. Watt, they are assessing the risk. I mean, if
they are not, they would have a fundamental problem with us, be-
cause—

Mr. WATT. Well, we have a fundamental problem here, because
there is—you know, these people are just sending out credit cards
and making money on fees, rather than interest.

I don’t have any problem with people making money on interest.
At least that is a fair way that has been disclosed to everybody.
But when they are not assessing the risk, and they are just build-
ing those defaults into—and charging everybody else who is paying
for it, without any distinction, that is where I get really troubled
about the practices that are going on here.

Mr. DUGAN. If T could just follow up on the subprime point that
you had before, there are—the OCC has had a number of institu-
tions in the past that were engaged in subprime credit card lend-
ing. We found a number of problems on the unfair and deceptive
side that rose to the level where we took a number of strong en-
forcement actions that resulted in quite a lot of—multi-hundreds of
millions of dollars—returned to consumers.

The fact is, now, as it is the same with subprime lending in the
mortgage business, we don’t have a lot of subprime credit card
lending, because we have not been—

Mr. WATT. Well, somebody does.

Mr. DUGAN. And that may—

Mr. WATT. Who has it?

" Mr. DUGAN. I cannot answer that question. I can only speak
or—

Mr. WATT. Maybe the Fed can tell us.
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Chairwoman MALONEY. We are going to break for 10 minutes to
run for votes, and I am going to ask the panelists to come back.
Many people have more questions. Thank you very much.

[Recess]

Chairwoman MALONEY. I would like to ask Governor Mishkin.
We have heard everyone on this panel, on both sides of the aisle,
talk about the challenge that we face, the really—almost a crisis
in the credit card industry. And many people have testified that
you are the only one that has the authority at this point to do any-
thing about it.

I want to compliment the Fed for the truly outstanding leader-
ship that you put forward in the subprime guidance. It was tre-
mendously measured, helpful. It is being implemented, it is cor-
recting the problem. Why are you not moving forward with guid-
ance on credit cards?

You have the authority to do it. Everyone is testifying there is
a problem. From your prior testimony, it sounds like you have no
intention of coming forward with guidance or regulation in this
area.

Mr. MisHKIN. I would not characterize it to say we have no in-
tention of going further, that we—

Chairwoman MALONEY. I am pleased to—

Mr. MisHKIN. We do want to make sure that we take the appro-
priate steps at the right time. And we are very open to thinking
hard about these problems in order to make this market work bet-
ter.

The credit card market is incredibly important to the American
consumer. And, in fact, we very much want to have a situation
where the markets work well, and that the consumer is actually
being served well.

So we feel that our disclosure proposal is a major step in the
right direction. I think it is a very great improvement over what
was there before, and we certainly will keep an open mind to try
to make this market work as well as it possibly can.

Chairwoman MALONEY. Well, my colleagues join me in thanking
you for the Reg Z. It is a major step forward. But we are hearing
from all of the regulators today, and the members on both sides of
the aisle, that it does not correct abusive practices. I would urge
the Fed to consider coming forward with guidance, and taking fur-
ther steps in that direction.

I will now call on my good friend and colleague from the great
State of New York, Gary Ackerman.

Mr. ACKERMAN. I thank the chairwoman, and again, thank you
for calling this very important hearing.

You are the people who do the regulating, and the overseeing,
and the supervising of the industry, which certainly needs all of
that. And it is very frustrating to hear of all the abuses and things
that are going on that just seem outright unfair and confusing and
misleading, very often, to so many consumers.

It was said this morning during the testimony that competition
is good for fairness, and, indeed, hopefully it is. But sometimes, all
the competition is to see who can one-up the other on coming up
with some kind of complicated scheme that does not put all the in-
formation out in front of the public.
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And there has been some information to make a decision is abso-
lutely essential for consumers getting a better deal. And that is
true, also. But in practice, it is highly questionable as to what is
really happening out there.

I was actually going to do this with the next panel. But thinking
about it, I seem to have a credit card, or been doing business with
everybody that is representing one firm or another. So I thought
otherwise. So you are stuck with this.

This is stuff that I get. This is just me. These are just solicita-
tions, every one of them a credit card. I'm a member of the Finan-
cial Services Committee, and I used to teach mathematics, and I
was going to ask this of the next panel, because all this stuff, all
the information is in every one of them. They disclose everything,
and you really do need a magnifying glass with some of the type,
and it is impossible to find, but sometimes there is an asterisk. You
know, there are footnotes, and then you can’t find the footnotes for
three pages. And tell me if anybody is going to read this.

But you are all smart people, and you are regulating the indus-
try, so I am going to give you, as my grandmother used to say, “a
for-instance.” So, if you have a pencil and paper, that would be
good. If you have a calculator or a—one of those Black Berrys with
a calculator in it, that’s fair. Anything you want, a computer, you
can consult with a friend, call anybody on your cell phone. You can
poll the audience and come up with—

[Laughter]

Mr. ACKERMAN. But here is the question that I face, all right?
I have a credit card with a limit of $7,500, and I owe $4,200 on
that credit card, and I am paying a great rate of 6.5 percent.

And I get this offer, you see, and the offer gives me this—right
on the envelope, tells me all sorts of things, and then tells me some
other things and different things, and it offers me a great interest
rate, some of us call it a sucker rate, but it is a come-on kind of
a rate of 3.99 percent for a new credit card for 6 months. And then,
after that, they tell me I am going to have to pay 8.74 percent in-
terest.

There is also a transaction fee in small print on the next page
of 3 percent. Now, those transaction fees don’t figure into interest
rates, so they really change the name. This is one of those New
York, you know, shell games, where you can’t figure out what’s
going on, because it’s happening so quick.

So, the transition rate is not considered an interest rate, so you
all don’t take into consideration. I have to figure out, because I
have to pay it in cold cash, whatever they call it.

But I do know that if you charge me a 3 percent transition fee,
and I pay it off quick—let’s say in one day—I know that 3 percent,
if it was on an annualized basis, would be 3 times 365 days in a
year, which, in a non-leap-year year of 365 days would be 1,095
percent, almost 1,100 percent if I paid it off. And the quicker I pay
it off, the more money it is.

So, if I pay it off slower to amortize that 3 percent fee, I get a
better deal on an annualized rate, if it was a rate. But then again,
I get trapped into when they jack the rate up to 8.74 percent, and
I was only paying 6.5 percent.
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So, my question is, if I take one full year to pay it off, and pay
it off 100 percent after the first year, having transferred my bal-
ance of $4,200 at 65 percent at the rate of 3.99 for 6 months, and
then paid the 8.74 for the rest of the year, what interest rate would
I be paying? Anybody? I only have 5 minutes.

[Laughter]

Mr. ACKERMAN. Time is running out. Would I be paying more at
the end of that, than if I left it at my original 6.5 percent? And that
is the dilemma. I withdraw the question.

[Laughter]

Mr. ACKERMAN. I didn’t want to embarrass the people who have
all this power over me, and send me all this great information to
help me make these informed decisions, because they’re my good
friends. I know that because they write me so often.

[Laughter]

Mr. ACKERMAN. But therein lies the dilemma. What is a poor
consumer to do? There is something wrong with the interest indus-
try.

Take underwear, for example. Some people think it is not an op-
tion. So you go and buy it in a place like Sears. And you go in
there, and they are selling underwear. But someone comes over to
you with a clipboard and says, “If you take out our credit card, you
get 15 percent off today, everything you buy.”

So, you fill out the form, and they approve your credit really
quick, because they do this great investigation of you, and you are
worthy of having underwear, at least, and they charge you an in-
terest rate of 24.9 percent. You got 15 percent off of the total price,
but you are still paying 24.9 percent.

How much do you think they make on the underwear? It is some-
thing obscene when you are making more money on the charge
card than you are on the underwear. It seems that the retail busi-
ness has caught on that there is more money in the interest, in the
credit card industry, than in the retail business.

The underwear is an excuse to charge you interest. They are not
selling underwear; they are selling credit. And, unfortunately, in
today’s retail industry, you are going to be paying interest long
after that underwear wears out.

Chairwoman MALONEY. I grant the gentleman 60 additional sec-
onds.

[Laughter]

Mr. ACKERMAN. Well, I thank the generosity of the—I bought the
underwear anyway, so don’t be concerned.

Does anybody have a response to what is going on? And this is
not a way to inform a consumer. There is no way, when you have
a system of fees that is not put into the structure, and everybody
comes up with it’s a 3-month deal, or it’s a 6-month deal, or no in-
terest for a year, and there is no correlation.

I am introducing legislation that would say, basically, that you
have to divulge what the annualized rate would be, as if it were
all interest when you charge a transaction fee. Is there any re-
sponse to that?

[No response]

Mr. ACKERMAN. You all are not regulating that, it seems to me.
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Mr. MISHKIN. Let me just add that I think one of the very key
things we did in this proposal is to actually make it very clear
what the fees are. And our consumer testing indicated to us—

Mr. ACKERMAN. What the fees are, but it is clear what the fees
are. The fees are 3 percent, if you have a magnifying glass, usually.
A lot of institutions are capping it now, at a specific dollar amount.

But there is no way for the average consumer to translate that,
as we did with mortgages, and say, “Everything has to be ex-
pressed in an annualized way so that people can compare apples
to apples,” and there were—we all know about points and this and
that, that don’t seem to fit into the—but is there going to be an
addressing of this, or do we have to do that? Because the regu-
latory industry is not.

Chairwoman MALONEY. Mr. Mishkin?

Mr. MISHKIN. One of the things that our consumer testing found
is that consumers really reacted very strongly to information about
fees, and that, in fact, the sticker shock from getting information
about the fees really did have a big impact on their understanding
of the cost of using credit.

And this is one of the reasons why we felt that focusing on a sep-
arate box on fees, which was a change from what was before—and
also, on periodic statements, making it clear to people what the
fees have been, and accumulating it for them—actually can make
a big difference, in terms of them understanding—

Mr. ACKERMAN. If the Chair would just indulge me another—

Chairwoman MALONEY. So granted.

Mr. ACKERMAN. If you completely divulge it in, you know, 72
point, bold, chartreuse type, it still doesn’t help the consumer, be-
cause each of the credit card companies will inform them, but one
will give the deal for 3 months, one for 6 months, one for 9 months,
and nobody annualizes it.

And just as you were not able to, and I am not able to—unless
we had a lot of time on our hands—figure out, there is no way to
compare it. You know, 3 months at 3 percent, or 6 months at 2 per-
cent, or a year—you know, what does it boil down to for me in dol-
lars is really what consumers need to know.

And it would be a simple thing to do that, because they have
come up with these methods of expressing and divulging so that
you can’t figure it out and compare it quickly. But if everybody had
to express it in the same term, “This is what it costs you for a year
for this money, fees and everything, on an annualized basis, wheth-
er you take it out for 3 months or a year, or forever,” that’s what
you should be doing.

Chairwoman MALONEY. Is there any response? And then Mr.
Green.

[No response]

Mr. ACKERMAN. Thank you very much for your interest.

[Laughter]

Chairwoman MALONEY. Mr. Green?

Mr. GREEN. Thank you, Madam Chairwoman, and I also thank
the ranking member, and, in his absence, Ranking Member Bachus
for his comments. I too will associate myself with the comments
that have been made this morning.
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It appears that there really is bipartisanship on this committee,
especially as it relates to the concerns that are being raised today.

Let me start by asking if everyone agrees with the recommenda-
tions of Mr. Mishkin. Am I pronouncing your name correctly, sir?
Mr. Mishkin, of the Board of Governors? Does everybody agree
with his recommendations? Is there someone who is of the opinion
that he has gone too far, or that he hasn’t gone far enough?

Mr. DuGaN. It is an 800-page proposal, and it came out last
week. We have looked at it preliminarily, and we like many of the
things in it, but—

Mr. GREEN. That is typically the way we do business here.

[Laughter]

Mr. DucaN. I think that we are likely to recommend some other
additional changes, as we have done in the past. But that is one
of the things we are studying right now.

For example, we have talked, as I talked about in my testimony,
I think we would like to see the Federal Reserve explore the possi-
bility—to the extent that rate changes are made, and they are ap-
plied to existing balances, most issuers—or at least most large na-
tional bank issuers—provide an opt-out to consumers, and now you
have 45 days to look at that.

But not all do; it is not required. I think it would be a question
about whether that would be something to apply across-the-board,
to put more of an element of fairness across-the-board. So it’s that
kind of thing. There are a couple of other things.

But, generally, this is a very positive proposal, not just for what
was required to be disclosed, but the way in which it is required
to be disclosed, in a simpler, more standardized format.

Mr. GREEN. The opt-out provision, is that something that every-
one finds acceptable? Who has a concern with an opt-out provision?
Anyone?

Ms. BAIR. No, I think that would be a good addition, to make
sure that if consumers do want to opt out, if they are given ad-
vance notice of a rate change, that they can continue making min-
imum payments to pay off that balance. I think that is actually
crucial for the opt-out to be meaningful. So I think that is an excel-
lent suggestion by OCC.

Mr. GREEN. Is there any aspect of this, including the universal
default, the retroactive application of increased rates, the double-
cycle billing, paying late by paying on the same day but not within
a certain timeframe on the same day, is there any aspect of this
that you find abhorrent, to the extent that it is invidious, to the
extent that you think it shouldn’t exist?

Mr. REICH. There may be situations where credit card lenders
may be justified in taking an action that may look something like
universal default. And that might involve bankruptcy, situations
where a bankruptcy occurs, or a mortgage foreclosure occurs, that
a credit card company may be justified in making an immediate
rﬁte adjustment, based on information that becomes known to
them.

And that might look like a universal default situation, and it
makes me a little bit nervous when we start talking about prohibi-
tions, blanket prohibitions, that we may be initiating a situation
where there would be unintended consequences.
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Mr. GREEN. If you have multiple credit cards, conceivably you
could have multiple—and all of your payments would be on the
same date—conceivably, you could have different times on the
same date to make your payments. I assume that everyone agrees
with this premise: multiple cards; same date to pay, but you could
have different times on the same date.

Would it be helpful to at least have a certain time on the date
that the payment is due? Such that if you have five cards, you
don’t find yourself with five different dates. Maybe not likely, but
it conceivably could happen.

Is there any way for the industry to do some introspection and
conclude that maybe this is something that we can work together
on, so that we don’t have people who are Internet-savvy, who like
to do things on the Internet, they do it on the last day, and it is
understandable now, people do this on the last day, they pay. And
they think that they paid timely, but they find out that there is a
certain time on that date that you must pay within. Any comments,
please.

Mr. MISHKIN. In our proposal, we actually do have a requirement
that the time of day is actually specified, so it does address the
issue that you have been talking about.

Mr. GREEN. Specified? Give me a little bit more information,
please.

Mr. MISHKIN. It says when payment is due; it tells you exactly
the time, as well.

Mr. GREEN. This is for each card—each card issuer would have
a specified date that would be made available and known to the
consumer?

Mr. MISHKIN. Yes.

Mr. GREEN. Here is the dilemma, if there is one. It is this: You
have—some people have 10 credit cards. I don’t advise it. In my
opinion, if you have one, you probably have about all you need, for
me anyway, in my—

Chairwoman MALONEY. I grant the gentleman 60 more seconds.

Mr. GREEN. Thank you, and I will wrap it up quickly. But would
it not be helpful if we—if everybody agreed that at a certain time
on a certain date, that this would be a good thing, to have the card
holder pay by, as opposed to 12:00, 5:00, 8:00, 11:00, all on the
same day? Do you follow me?

Because you can give the time, but if everybody gets a different
time, I think that that does cause a little bit of confusion with the
consumer, and it would be great—most consumers, by the way,
think that midnight is probably the time. If I can pay it by mid-
night on the date that it is due, I have paid timely. Most don’t real-
ize that there is another time.

Thank you, Madam Chairwoman. You have been generous with
the time. I yield back.

Chairwoman MALONEY. Any comment?

[No response]

Chairwoman MALONEY. Okay. Mr. Gillmor?

Mr. GiLLMOR. Thank you, Madam Chairwoman. Mr. Mishkin, I
think the Fed has done very good work here. I have a question on
the list of fees, and I think that is good to have that specific list.
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But concerns have been raised that the list is exclusive. And
could a side effect of this be generation of a lot of imaginative new
fees that don’t have to go on there? Will you comment on that con-
cern?

Mr. MisHKIN. We had specified the types of fees that do have to
be disclosed, because it is clear that these are fees that are ex-
tremely common in the industry.

One issue is we never know what kind of innovation we are
going to have in the financial industry. It is extraordinary, what
has happened in terms of who could imagine paying bills the way
we pay them now, using the Internet, for example?

The problem is that we may not know what the actual new prod-
uct is that is going to be provided. What we do want to make sure
of is that when a person actually uses a new product, that the fee
is disclosed to them at that time.

In fact, one concern we have is that if the only time that you get
the fee disclosed to you is in writing is when you actually get the
credit card, and 3 years later you are actually going to do some-
thing because you didn’t think about it before, but you want to
think about doing it now, we want to make sure that you get the
fee disclosed to you at that time, so that you can make an informed
decision at that time.

Mr. GILLMOR. Thank you. Mr. Neiman, you said that competition
among credit card issuers has lowered average interest rates, but
at the same time it has encouraged the expansion of fee-based prof-
it.

Do you want to explain why you think that is happening? Is that
because people can figure out the interest rate easier than they can
figure out the fees?

Mr. NEIMAN. I don’t remember the reference in the testimony you
are referring to, but I think one of the concerns—and I think with
the over-expansion—the greater competition—and I think Comp-
troller Dugan talked about the expansion of credit cards as a result
of risk-based pricing, as well as the securitization process.

But I think that the flip side of that is a greater responsibility
on the issuance of those cards by the issuers, both with respect to
an increased responsibility, and, I think, with respect to the ability
of the borrower to pay. This is very similar to some of the issues
that you are already addressing in the area of the subprime issue
in the area, but I think it is critical, as well, in the expansion of
credit card opportunities.

Mr. GILLMOR. Thank you. And, Chairwoman Bair, in your writ-
ten testimony you noted a 40 percent decline in consumer com-
plaints regarding credit cards over the past few years. Do you have
any thoughts as to why?

Ms. BAIR. Well, those are just FDIC-received complaints. It is
still a healthy percentage. Credit cards still generate a healthy per-
centage of our complaints. We think some of that may be charter
transfers, that we don’t have as many credit card issuers as we
used to have. But because we don’t track it, that is a guess. We
are not really sure.

Mr. GILLMOR. Okay, thank you. I yield back.

Chairwoman MALONEY. Thank you. Congresswoman Waters.
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Ms. WATERS. Thank you very much, Madam Chairwoman. I have
to apologize. We had a Judiciary Subcommittee hearing going on
at the same time, and so I have been back and forth. And the ques-
tion that I truly wanted to ask should have been asked of the first
panel, but—

Chairwoman MALONEY. This is the first panel.

Ms. WATERS. Oh.

Chairwoman MALONEY. The regulators.

Ms. WATERS. Is this still the first panel?

Chairwoman MALONEY. Yes, it is.

Ms. WATERS. Oh, this is who I wanted to ask a question. Okay,
this is who I wanted.

Credit cards are an absolute almost-necessity. You cannot rent a
car, you cannot make hotel reservations, and you cannot make
flight reservations. You can get on the airplane, but if you pay cash
you are profiled, and you are suspect. That is one of the indicators
for those who think that they should take a closer look at people
who are traveling, they may be traveling for criminal purposes, etc.

So, credit cards are pretty essential for daily life. And since they
have evolved to that point, I really do think there should be more
regulation.

And I am very, very concerned about this whole subprime credit
card lending. Just as we have the problem with mortgages, and the
defaults that we are looking at now, it seems as if we have these
subprime credit card lenders who charge all kind of fees, and it
seems to me there should be some regulation, or there should be
some ceilings.

Okay, we know that no one is going to talk about a ceiling on
interest rates, you can do what you want. But then, we get into
late fees, and how late fees are charged. And this business about
paying—your interest rate is going up if you are one day late, and
all of that, I just really think we ought to look very closely at some
of these fees, and start to talk about regulating fees.

For example, I think there perhaps should be regulation on the
yearly fees that are charged. I think that if there are monthly
fees—which there shouldn’t be, but I understand that there are
some lenders who have monthly kind of maintenance fees. And I
do think that there should be a limit on how much you can in-
crease the interest rates when you have determined that there is
some additional risk involved.

Now, having said that, I would like to get some response. Who
would like to talk about why there should or should not be more
attention paid to this proliferation of fees, and perhaps some dis-
cussion about regulation? Let me start with—well, anybody. Who
would like to respond?

[No response]

Ms. WATERS. Board of Governors, Mr. Frederic Mishkin?

Mr. MisHKIN. I think the issue of fees is very important.

Ms. WATERS. I cannot hear you.

Mr. MisSHKIN. The issue of fees is very important. This is one of
the reasons why, in our proposal, we stressed so much clear infor-
mation about fees. We found, in our consumer testing, that this is
something that really does have an impact on consumers’ under-
standing of what is going on, and also in terms of their actions.
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Ms. WATERS. I am maintaining that, even though you are moving
to look at this, do something about it, I am going a bit further. I
am talking about creating some discussion about the regulation of
fees, above and beyond the basic interest rates that are charged.

Mr. MisHKIN. The only comment I would have here is that the
issue about regulation, setting prices or maximum prices, is that
we have to think very hard about the unintended consequences,
and that in that context, something that first sounds like it will be
very helpful could actually end up either—may mean the people
who would like to get credit couldn’t get it, or whether there would
be other sorts of problems, or that markets that eventually could
be very beneficial might not develop.

Ms. WATERS. But have you, Mr. Dugan, taken a look at the pro-
liferation of the creation of fees?

It seems to me that there is a whole new business that is being
offered to banks and financial institutions about the creation of
new fees, how they can make more money.

And somewhere, I think I read that there were some financial in-
stitutions making more on fees than on their basic products. Have
you given any thought to what we can do to slow down this pro-
liferation of fees, or to contain them? And what do you think about
the idea of regulating fees?

Mr. DUGAN. Ms. Waters, I would say a couple of things. One is,
picking up on a question of Mr. Gillmor, I do think that the simpler
disclosure of interest rates that this committee—this Schumer Box
that showed interest rates—did have an effect over the years, in
having a lot of competition and lowering the average rates.

And I think there hasn’t been as good a disclosure, because we
haven’t updated Reg Z in 25 years, to show what these fees are.
I think that’s part of the benefit of this proposal, is that when we
see them, they are clearly shown. They are shown not just in the
initial thing, but in your periodic statements, and how much you
have done each year.

I am hopeful, and I believe it will be the case, that there will be
more competition about fees that consumers will have—

Ms. WATERS. Where do they show them, when they have decided
that, despite the fact you started out as a good risk, that now you
missed a day or two, and whatever their criteria is, they are going
to increase those interest rates automatically? Where is that
shown?

Mr. DuGAN. I don’t think there is any requirement to—in the
proposal—to show the reasons for it. They will show what the fees
are that are being charged.

Ms. WATERS. You don’t have to show the reasons for it, but Ms.
Jones has been paying 15 percent, and then on her next billing she
is now paying 20 percent or 30 percent. There has been no addi-
tional notice, no recall of anything that was told the person in the
very beginning that, “Should you miss 5 days, or if you are 5 days
late, you are going to get a late fee, plus we are going to increase
your interest rates.”

Nobody explains that. And all of a sudden, there is this increase.

Mr. DUGAN. Well—

Ms. WATERS. How do you deal with that?
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Mr. DuGAN. Well, I think it is a real fundamental issue you are
raising. And it partly is dealt with in the new proposal, in—

Ms. WATERS. How?

Mr. DUGAN. They have to give advance notice for any change in
the fee, and it has to be 45 days, which is more than the 15 days
under current law.

And, as I was saying earlier, most of the large issuers now will
allow you to opt out of that increase, and close your account, and
pay it off over time and go to get another credit card. So there is
something that does address that directly.

Mr. NEIMAN. May I also respond to Congresswoman Waters—
pick up on your point on the subprime offerings and the fees?

One of the earliest actions that New York took against a
subprime credit issuer—remember, we only have a limited number
of credit card issuers over which we have the ability to bring en-
forcement actions—but it was a case where they were—had issued
a pre-approved premium card to a select group of borrowers, saying
that, “You have been pre-approved for up to $2,500 in credit.”

In reality, most of the borrowers had a credit limit of $300, and
that was reduced by $150 in fees. An action was brought, and set-
tled for $9 million in fines. And it just kind of highlights the types
of concerns, and we share your concerns about having the ability
to address those deceptive practices, as well as to bring enforce-
ment actions.

And States often are in the best position to act quickly, as the
industry changes and develops new products.

Chairwoman MALONEY. The gentlewoman’s time has expired.

Ms. WATERS. Thank you.

Chairwoman MALONEY. Mr. Scott.

Mr. ScorT. Thank you very much, Madam Chairwoman. This is
truly a very, very revealing hearing, and it is much more serious
than I thought. This borders on sophisticated predatory lending by
a highly respected segment of our financial services industry with
a product that certainly, without any equivocation—represents the
actual key to life.

The credit card now is a key to life in our community. And credit
card issuers are now bordering on being sophisticated predators.
Let me just explain to you why I come to this conclusion.

First of all, we are dealing with a sophisticated way of building
up penalty interest that hovers right now at an average of over 30
percent. That is number one.

Number two, companies are now applying payments to the least
costly debt, thus forcing customers to pay more in interest. For ex-
ample, a way of an industry practice that includes charging inter-
est on debt that has already been paid. Let me give you an exam-
ple.

If you go—and this is a common practice, this is why it is preda-
tory, this is why it is deceptive and unfair, and down right low
down—if you take—and here is a consumer who goes out and
pays—and has a price of a product of $4,000, and he pays $3,000
of it right out, they charge the interest on the complete $4,000.

That is unmercifully pathetic, with this industry, to—when they
pay their bill on time, you charge the interest on the entire amount



38

when he has already paid most of it. When the interest should be
on just the $1,000, it is charged on the $4,000.

Now, you say the Fed has done something. What the Fed has
done with this 15 to 45-day extension is absolutely insignificant,
when you look at the depth of the abuses and the aggressive mar-
keting and pricing packages that are done.

So what do we do about this? I would like to ask each of you—
because I think that we need some serious regulation—I need Con-
gress to reach in real deep and do some serious regulation of the
industry, because again, the credit card is the key to life. We don’t
use cash any more; we are a credit card society. Everything is
based on that, and we need them for emergencies.

So, I think we should do these things. I think we should cap pen-
alty interest rate increases. Don’t you agree? Good.

I think you should prohibit—we should prohibit—interest from
being charged on late fees, or over-the-limit fees, and prohibit the
late fees if a card issuer delays crediting a payment. Does that not
make sense? Does that not get to it? What is this? This is a com-
plicated language of a whole—almost worse than a foreign lan-
guage.

I don’t even understand it. Nobody reads that. All the people
want is that credit card. You think they read that fine point? They
don’t read the big point. I don’t know what it says and what it
does. But I know this. You do. And your industry knows, and your
industry knows that you are taking advantage of this.

You are taking advantage of the opportunities that are presented
in a free enterprise system, where everybody is out here to make
a profit. And how do you make a profit on this? You make a profit
on the interest you charge on the credit. But where you’re really
making your money is in these late fees, and in these penalty fees.

And so, it just seems to me to be a pattern of doing these kinds
of things. So I would like to get your comment. I mean, because if
you do—if you—if we can bar companies—and again, like I said at
the very beginning, I know many people in this industry, and they
are good and decent people, and I really think that you are going
to provide the leadership within your industry to clean this up, but
it is our job to lay it out, examine it—

Chairwoman MALONEY. The Chair grants an additional 60 sec-
onds.

Mr. ScorT. Thank you so much, Madam Chairwoman. So I think
that these are the things we need to do.

Ms. WATERS. Will the gentleman yield for 1 second? Over here,
Mr. Scott? Will you please ask them to answer your questions
about paying on the $4,000—

Mr. ScotT. Oh, yes.

Ms. WATERS. The interest rates after you have paid already
$3,000 of it. I really want to hear their answer.

Chairwoman MALONEY. Yes, let’s hear their answer.

Mr. ScoTT. But I still need my 60 seconds, please. Go ahead.

[Laughter]

Mr. MiSHKIN. People usually referred to this practice as double-
cycle billing. One of the good things is that when light is shed on
this, it creates a problem for the people who are doing it.
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What we are seeing is that more and more—in fact, there are
fewer and fewer credit card issuers who are actually doing this.
The major credit card issuers have been dropping exactly this prac-
tice, because of the fact that it doesn’t smell right to people.

So, I think that one of the key issues here is that the role of Con-
gress is to shed light on this. We are trying to shed light on this
through these disclosures. That actually helps make it possible for
consumers to say, “We’re not going to use a credit card that has
this feature.” And, indeed, then the industry actually starts pro-
viding better products.

Mr. Scort. That is why I say this is predatory, sophisticated
predatory, because you know, by the very nature of your answer—

Chairwoman MALONEY. The gentleman’s—

Mr. ScorT. May I get my 60 second, please? Because I think
that, number one, we have to bar companies from charging interest
on debt paid by the due date. And you all agree with that. Any dis-
agreement?

[No response]

Mr. ScotrT. We can include that? That would be very helpful.

Then, we need to cap the penalty interest rate increases. Any
problem with that?

[No response]

Mr. ScotrT. Okay. Then, we need to prohibit interest from being
charged on late fees, or over-the-limit fees, and prohibit late fees
if a card issuer delays crediting a payment. I think those are things
that we need to incorporate in the legislation. And I think that we
will—

Chairwoman MALONEY. Thank you so much.

Mr. ScotT. And I thank the chairwoman.

Chairwoman MALONEY. Mr. Cleaver, for 5 minutes.

Mr. CLEAVER. Thank you, Madam Chairwoman. I apologize for
being late. I am doing the graduation tomorrow for the pages, so
I stopped by the desk to chat with them, and told them that I had
to go off to the committee, and told them what committee it was,
and what we were talking about.

A young page, 17 years old, just told me that he has already re-
ceived letters and applications for a credit card. Seventeen years
old. He is a page. He gets a card every day to go downstairs to get
a free meal. He can’t pay a credit card. He said he just decided he
didn’t want to send it in. I just wanted to—I have the spirit of
sharing, so I just wanted to share that.

My question is to OCC. Have you investigated, or taken any en-
forcement actions against a top-10 credit card issuer since the
Providian case? And have you taken any action against a credit
card issuer for a consumer-related problem since 2003?

Mr. DUGAN. The answer to your question is we have taken a
number of enforcement actions for unfair and deceptive practices in
the credit card industry, generally, particularly on the subprime
side. And the—as a result of the enforcement actions that we have
taken, which is on consumer issues, not on safety and soundness
issues, there are very few subprime credit card lenders left in the
national banking system.

In terms of large bank issuers, our actions have tended to be
more through the process of supervision and through our account
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management guidance, and through—for example, the agencies got
together and found that consumers were not being charged—were
being charged very small minimum payments, to the point where
it wasn’t covering the interest each month, and the debt was grow-
ing, even though they would make a minimum payment. They
would get deeper in debt after they made a required minimum pay-
ment.

We believe that raised both safety and soundness and consumer
protection problems. And so, the agencies issued guidance to stop
that. It took a while for the industry to adjust to it, and we felt
the need to go out and demand that each of our issuers pay all fi-
nance charges, plus 1 percent of principal, so that a consumer,
when they made a payment, would move his way out of debt—his
or her way out of debt—and not get deeper into debt.

Mr. CLEAVER. Okay, thank you. So the answer is no?

Mr. DuGAN. Well, to which question?

Mr. CLEAVER. Well, actually, to both of them. You know—

Mr. DuGAN. We have taken enforcement action since 2003.

Mr. CLEAVER. Against? Against?

Mr. DUGAN. And we have—

Mr. CLEAVER. Against one of the top 10 credit card—

Mr. DUGAN. Not against the top 10, not a formal enforcement ac-
tion. The answer is no to that question.

Mr. CLEAVER. Okay. The—do you have any reason for not having
done so?

I mean, you mention the subprime credit, and we all have prob-
lems with them. I think what you are hearing is that there are
problems with some of the non-subprime credit card lenders. And
I think for us to pile on the subprime lenders is not quite at least
where I am coming from.

I want to know about—I mean, this young kid, I won’t call the
name, he didn’t get an application from, “Come Get it Credit Com-
pany,” you know, it was one of the top 10.

Mr. DUGAN. Mr. Cleaver, we, in fact, have taken a number of in-
formal actions, and we have a range of tools, as I tried to lay out
in our testimony, where we address practices, and try to get
changes made through the supervisory process, through informal
actions, through matters requiring attention, through so-called
safety and soundness orders, which is a little bit of a misnomer,
because it includes consumer protection issues, as well.

So, we have taken a range of action, with respect to our large
credit card providers, all of which are outlined in the testimony.
And even though we haven’t gone to the last resort of taking a for-
mal enforcement action, it does not mean that we haven’t had a
rigorous supervisory program to address practices consistent with
the law that is in place, with what is required in the Reg Z and
the consumer protection responsibilities.

And when we see a practice that rises to an unfair and deceptive
action, even though we don’t have rulemaking authority, we do not
hesitate to take enforcement action in the area, and we have done
so.
Mr. CLEAVER. Thank you very kindly. I will yield back the bal-
ance of my time.

Chairwoman MALONEY. Thank you. Mr. Ellison?



41

Mr. ELLISON. Madam Chairwoman, thank you for your calling
this hearing together. It is excellent.

Ms. Bair, could you tell me, if credit cards are being sent to ev-
eryone—or not everyone, but a lot of people, including my 19-year-
old son—how can it be that the industry can sort of claim that they
have to increase rates in order to adjust for risk? I mean, it seems
like it’s self-imposed risk, when you make credit cards so available
to everybody. Can you help me understand that?

Ms. BAIR. I think that is a good question, and it is something
that we are evaluating, as well. I will tell that when my son was
9 years old, he once got a credit card application, so I am there
with you.

Mr. ELLISON. I am not surprised.

Ms. BAIR. And I used to teach at the University of Massachu-
setts, and I saw my students getting solicitations and getting in
over their head on credit card debt. So I do think it is troubling.

And, clearly, the business model has been to make it widely
available, and risk-base price it, and we have run into some prob-
lems with young people and others who do not have a lot of finan-
cial history of dealing with financial matters getting themselves
into trouble.

So, I do not have an answer, but I share your concern.

Mr. ELLISON. Yes. I appreciate you saying that, because I mean,
I think that for an industry to say, “Well, we have to have these
rates because it’s so risky,” and then they send cards everywhere,
it’s just sort of disingenuous.

Let me also ask this question. Is part of the problem lax enforce-
ment? I was somewhat surprised to hear that the top 10 have not
received any enforcement action. Do you feel that, as regulators,
you have enough resources to really hold the top 10 credit card
companies accountable for questionable practices like double-cycle
billing, you know, universal default, all these kinds of things? Do
you have enough resources to do your job?

Mr. DUGAN. Yes, I think—well, speaking for the OCC, I—

Mr. ELLISON. Well, thank you, because I am now shocked that
you are not doing it.
| 1\/If1".1 DuGAN. Well, you mentioned double-cycle billing. That is
awful.

Mr. ELLISON. Well, I mean, let me ask you this. Do you think
that there are practices that are, in fact, technically lawful, but
sort of stretch the spirit of the law?

I mean, if you are there to protect the industry and protect con-
sumers as well, I mean, there might be some things that are law-
ful, but still, kind of beyond the pale. I mean, there is a—

Mr. DUGAN. I absolutely agree with that. I think that is what I
was trying to describe—

Mr. ELLISON. Okay, okay. Please. Because I only have 5 minutes,
that is why I am—

Mr. DUGAN. I understand that. But what I was trying to get at
before is, for example, this minimum payment requirement that I
talked about.

Mr. ELLISON. Right.

Mr. DUGAN. That was something that we imposed—*“we,” on an
inter-agency basis, wasn’t strictly required specifically in the law.
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We believed it was an inappropriate practice, both for the con-
sumer, and from a safety and soundness perspective. We took di-
rect action, had plenty of resources to do it. That is number one.

Number two, I think it is a mistake to think only in terms of en-
forcement actions. What we do and how we achieve change, with
respect to the providers goes through the entire supervisory proc-
ess, and—

Mr. ELLISON. And I don’t—

Mr. DUGAN.—there are many, many things that we bring—

Mr. ELLISON. Forgive me for jumping in, but I appreciate that.
We shouldn’t think only in terms of enforcement actions, but it
seems to me that we should at least sometimes think in terms of
enforcement actions.

And what I have heard is that there really haven’t been any for
the top 10, which creates certain interesting points of view, because
it’s like, wow, I mean, if you are a small credit card company doing
sort of questionable practices, you are going to get scrutiny, and if
you are a big one, you are not. So, I just—

Mr. DuGAN. I disagree with that.

Mr. ELLISON. Well, I mean—

Mr. DUGAN. Because they get plenty of scrutiny—

Mr. ELLISON. Well, wait a minute. Wait a minute. You said there
were enforcement actions on the little guys, but not the big ones.

Mr. DuGAaN. Not because they are little or big, it is because of
what practices they engage in, where—

Mr. ELLISON. Excuse me. The next question I have is about pre-
emption. I don’t like Federal pre-emption, because I want more
eyes on the problem, and I think that State attorneys general can
help bring forth a level of accountability that sometimes our Fed-
eral Government doesn’t think—well, I won’t even say if that is the
case—but for one reason or another, it doesn’t provide.

Mr. Neiman, do you have any views on this subject?

Mr. NEIMAN. Yes, I certainly do. I mean, I question whether Fed-
eral regulators would ever have sufficient resources—or sometimes
incentives—to take the actions that are necessary to—with respect
to enforcement, and even the number of resources necessary to
handle customer complaints.

I do strongly feel that the States are in a much better position
to address these at a local level. That is why we have local police
forces, and don’t rely on county and State and Federal police, be-
cause local police are closer to the community. They understand
the issues better, and they can react more quickly.

Mr. ELLISON. So—

Mr. NEIMAN. I think there are other models out there, like the
FTC, as well as the EPA, where both Federal and State regu-
ators—

Mr. ELLISON. I think the dual system of regulation is a good one,
and I would be a very strong proponent of allowing the States to
stay in the game, here, and in fact, expanding State ability to pro-
tect consumers in the area of financial services.

Chairwoman MALONEY. You raised some very important points,
and your time has expired. And I would like to note, for the record,
that there will be a hearing next week on June 13th on Federal
pre-emption, so we can raise this issue and discuss it further.
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I do have more questions, but in the interest of time, I am going
to be placing them in writing to the panelists. I thank them for
their time, and their testimony. I urge my colleagues to likewise
place their additional questions in writing. And without objection,
the hearing record will remain open for 30 days for members to
submit written questions to these witnesses, and to place addi-
tional comments that they would like into the official record.

This panel is closed. We thank you for your testimony, your time.
And the second panel is called. Thank you.

[Recess]

Chairwoman MALONEY. I would like to recognize and introduce
the second panel: Kathleen Keest, from the Center for Responsible
Lending; James Huizinga, from Sidley Austin; John Carey, chief
administrative officer of Citi Cards; William Caywood, senior con-
sumer credit risk and compliance officer for Bank of America; John
Finneran, general counsel for Capital One; Marilyn Landis, vice
chair of the National Small Business Association; and Ed
Mierzwinski, consumer program director for the United States Pub-
lic Interest Research Group.

I thank you all for coming, and for your testimony. And would
you please begin, Ms. Keest? Thank you.

STATEMENT OF KATHLEEN E. KEEST, SENIOR POLICY
COUNSEL, CENTER FOR RESPONSIBLE LENDING

Ms. KEEST. Thank you for inviting me to talk today about the
rules that the Fed has proposed to govern the disclosures in this
marketplace that you have made very clear affects all of your con-
stituents today to the tune of about $800 billion.

And I wanted to start with a reminder that truth in lending
was—at the time it was enacted—enacted as a complement to sub-
stantive consumer protection regulations, not as a substitute for it.
And the rules—as much of an improvement as they are—that have
been proposed by the Fed don’t offer that adequate substitute.

In looking over the rules, we looked at three questions. One was
how are the disclosures going to be made? And we give the Board
very high marks for that. The improvements in the way that the
disclosures are going to be made are a vast improvement, and we
commend them for it.

We also commend them for adding the 45-day advance notice to
the imposition of the penalty fees. Although, as you have all high-
lighted, that certainly doesn’t solve the problem.

The second question was, what is to be disclosed under the new
regulation? And we have a lot of more concerns about that. As ev-
erybody has recognized, there is extraordinary pricing complexity
here that challenged the ability of disclosures to handle the prob-
lem. There are opaque and complicated accounting systems, and
there is a proliferation of fees.

And, as we found out today, that is a serious problem now, and
that was the problem 40 years ago, when Truth in Lending was en-
acted. What we feel is the problem with the regulation is that—the
regulation that has been proposed—is that, 40 years ago, Truth in
Lending was enacted to standardize the price tag so that people
could make order out of the chaotic pricing. And what we feel has
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happened is that the Board has given in to the pricing chaos, rath-
er than reigning it in.

The accounting problems that people have all talked about that
are unfair—and there is a law against unfairness now—have not
been dealt adequately with in the regulations, although with some
of them there are some improvements. But with some of them, not
at all. In fact, like the double-cycle billing, they basically just threw
up their hands and said, “We can’t deal with this, this way.”

With respect to the problems that were enacted with that com-
parative price tag that you need, the Board is offering two alter-
natives. One is, again, simply to give it up as too complex. And that
certainly is not an adequate alternative, and is certainly not going
to solve the problem.

The other, as they recognized, if you actually paid a little atten-
tion to coming up with something that is consistent and descrip-
tive, people can use it, and they propose that as an alternative, but
we fear that they aren’t going to—we fear that they don’t favor
that alternative.

And that brings us to the last question, which most of you have
been focusing on already today, which is whether it is enough.

Duncan MacDonald, who was a former city executive, has writ-
ten in, “The American Banker,” that this is an industry that has
lost its way, and the regulators haven’t helped it regain its way.

We heard many times today about the unintended consequences
of regulation. But unintended consequences flow from insufficient
regulation, as well. And we fear that the Fed, with as much im-
provement as it has had, by its refusal to go further and using its
unfairness regulatory authority, is leaving Congress with the job of
curing some of these abuses that we have seen today. Thank you.

[The prepared statement of Ms. Keest can be found on page 208
of the appendix.]

Chairwoman MALONEY. Thank you very much.

Mr. Huizinga?

STATEMENT OF JAMES A. HUIZINGA, SIDLEY AUSTIN LLP

Mr. HUizZINGA. Good afternoon, Chairwoman Maloney, Ranking
Member Gillmor, and members of the subcommittee. My name is
Jim Huizinga, and I am a partner in the Washington, D.C., office
of Sidley Austin. It is my pleasure to appear before you today to
discuss the evolution of the credit card industry, and the revisions
to Regulation Z recently proposed by the Board of Governors of the
Federal Reserve System.

Congress enacted the Truth in Lending Act, or TILA, almost 40
years ago to provide consumer protection in the developing con-
sumer credit marketplace. The Board has regulatory authority to
implement TILA through its Regulation Z. Regulation Z requires
comprehensive cost disclosures for consumers so they can shop for
credit, which facilitates competition among creditors.

Standardized disclosure, under Regulation Z, fosters competition
among credit card issuers on the basis of key account terms, such
as interest rates and fees. Competition based on these disclosures
is especially effective in the credit card industry, because there is
wide availability of credit card offerings and balance transfer fea-
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tures, allowing consumers to move easily from one card issuer to
another.

The credit card industry has evolved significantly over the years,
including through the development of risk-based pricing, and de-
bundling of prices. However, Regulation Z’s basic methods of pro-
tecting consumers can be just as effective today as when Regula-
tion Z was first enacted. The key is to update and improve Regula-
tion Z disclosures to ensure that consumers can shop effectively for
credit cards in today’s marketplace.

As you know, the Board recently released significant proposed re-
visions to Regulation Z. The Board’s proposal is a major under-
taking to increase the understandability and usefulness of Regula-
tion Z disclosures. Although it is likely that both industry and con-
sumer groups will seek many changes to the proposal, I believe
there is a consensus that credit card disclosures need to be im-
proved. I also believe the proposal is, generally, a major step in the
right direction.

I think it is critically important that, for the most part, the pro-
posal avoids price controls and similar restrictions. Price controls
seldom work, and it would be far preferable to allow the fierce com-
petition in the marketplace to drive the future developments of
credit card products.

Significantly, the Board’s proposal is based on actual consumer
testing. The Board has attempted to determine what consumers
want to see in disclosures, and not necessarily what consumer
groups, the industry, or the Board itself might assume consumers
want.

The Board’s proposal contains very significant changes. Broadly
speaking, the Board proposes: number one, to improve and increase
disclosures relating to newer pricing methods, including penalty
pricing; number two, to expand the use of standardized charts to
facilitate easy and quick review of credit terms; and number three,
to use terminology that consumers understand, such as “interest
rates and fees,” instead of legal terms that have little meaning to
consumers.

The Board’s proposal also would adopt a significant substantive
protection to facilitate the ability of consumers to move credit card
balances to a new creditor, because of an interest rate increase. In
particular, Regulation Z would expand the advance notice period
for interest rate increases from 15 to 45 days, and, for the first
time, apply that longer notice period before penalty interest rates
can be imposed.

These changes are designed to better allow a consumer to shop
for a new credit card, and transfer an existing balance to a new
creditor, if the consumer qualifies for a better rate.

As I mentioned, I believe the Board may need to consider some
changes to its proposal. Some of the items included in the proposal
appear at first blush to impose significant costs on the industry,
without providing counterbalancing benefits to consumers. The net
result may be increased credit costs to consumers without appre-
ciable consumer benefits.

For example, the expectation that certain disclosures would be
provided on long, legal-sized paper may be a costly proposition.
Furthermore, the proposal to completely redesign periodic state-
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ments will cause substantial resources to be allocated by card
issuers, which may or may not be justified, in light of the fact that
periodic statements have not tended to be confusing for consumers.

In conclusion, I believe that the underlying approach of TILA to
consumer protection for credit cards is just as effective today as
when Regulation Z was originally adopted. Given the significant
competition in the credit card marketplace, a well-informed con-
sumer has, literally, dozens of options when choosing a credit card.
The Board has done an admirable job in proposing necessary
changes to Regulation Z, to ensure that consumers do, in fact, re-
ceive information they need to shop effectively in today’s credit
card marketplace. Thank you again, Chairwoman Maloney, for the
opportunity to appear before the subcommittee. I would be happy
to answer any questions you may have.

[The prepared statement of Mr. Huizinga can be found on page
181 of the appendix.]

STATEMENT OF JOHN P. CAREY, CHIEF ADMINISTRATIVE
OFFICER, CITI CARDS

Mr. CAREY. Good afternoon, Chairwoman Maloney, Ranking
Member Gillmor, and members of the subcommittee. My name is
John Carey, and I am the chief administrative officer of Citi Cards.
I appreciate the opportunity to appear before you today to discuss
the credit card business, and how we serve our customers.

Citi Cards is one of the leading providers of credit cards in the
United States, employing 33,000 people in 28 locations across 20
States. Credit cards have become an integral part of our Nation’s
economy, providing meaningful benefits to merchants and con-
sumers alike. Merchants enjoy the prompt payment, security, and
efficiency of credit cards. For consumers, credit cards are a safe
and convenient alternative to cash, making everyday purchases
more efficient, making online shopping possible, and helping them
track and manage their spending.

I understand that the subcommittee’s primary focus today is on
the initiatives in the credit card industry that affect consumers, in-
cluding the Federal Reserve Board’s new proposed revision to Reg-
ulation Z. Let me turn to the Fed’s proposal first, and then describe
what we have been doing at Citi in recent years, including new ini-
tiatives implemented to improve our customers’ experience.

Two weeks ago, the Fed issued a comprehensive proposal to re-
vise Reg Z, focusing on disclosure and other practices. This lengthy
proposal will, of course, require a detailed study. But let me state
in no uncertain terms that we applaud what the Fed has done, and
believe it can foster significant improvements for consumers.

The new proposal is aimed at enhancing the clarity of disclo-
sures, improving customer understanding of key credit card terms
and conditions, and maximizing transparency. In effect, the pro-
posed changes seek to move credit card disclosures towards the
successful model of food labeling, where consumers can get all the
information they need in simple, uniform terms, that allow them
to readily compare one product to another.

Consumers should be able to do this in the credit card world, re-
lying on consistent presentation of important information when ap-
plying for credit, when opening an account, when receiving their
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statement, and when the terms of the account change. This is the
right approach, and we strongly support it.

Our own efforts to make credit card disclosures clear and under-
standable are entirely consistent with the approach taken by the
Fed. Indeed, all of the effective and simpler-to-read disclosures
cited by the GAO in its September 2006 report on credit cards were
Citi disclosures. Our work in this area intensified in 2005, fol-
lowing a public call from the OCC for improved credit card disclo-
sures, and has continued right to the present.

Citi was one of the first card issuers to revise its solicitation let-
ters, promotional materials, and card member agreements, to more
prominently disclose the important pricing terms in the product.
Today we are continuing to improve and simplify our Schumer Box,
and implement major redesign of our customer statements.

In short, we want consumers to understand clearly what we are
offering and what our competitors are offering, so that they can
make informed choices. We are confident that we can compete on
quality, service, and value, and that it will be good for customers
and good for Citi.

But improving disclosures isn’t the end of the discussion. Citi has
also recently adopted two major initiatives that represent a change
in the industry, and that we hope other issuers will adopt, as well.

First, Citi was among the first issuers to eliminate repricing for
what we call off-us credit behavior. Not just automatic repricing,
known by some as universal default, but any repricing.

Second, we eliminated what is commonly known as any-time,
any-reason increases to the rates and fees of our customers’ ac-
counts, for example, to respond to general market conditions or
credit history. Once a card is issued, we will not voluntarily in-
crease the rates or fees on the account until the card expires and
a new card is issued, which is generally 2 years.

Further, to assist customers to pay on time and avoid exceeding
their credit limit, we have established an alert system with con-
sumers that they can tailor to meet their individual needs to notify
them in advance about key dates and information related to their
bills.

Moreover, Citi is an industry leader in financial education and
literacy, and we have put in place numerous programs to encour-
age and promote responsible borrowing.

Finally, we are also a leader in protecting our consumers from
identity theft and fraud, and in offering immediate, effective help,
regardless of the card which was affected by this identity theft.

Madam Chairwoman, we are working on a daily basis to enhance
the products and services we offer our customers. This job is never
finished. We know that there is always room for improvement. I
look forward to answering any questions that you or the sub-
committee may have.

[The prepared statement of Mr. Carey can be found on page 108
of the appendix.]

STATEMENT OF WILLIAM CAYWOOD, SENIOR CONSUMER
CREDIT RISK AND COMPLIANCE OFFICER, BANK OF AMERICA

Mr. CaywooD. Thank you. Good afternoon, Chairwoman
Maloney, Ranking Member Gillmor, and members of the sub-
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committee. My name is Bill Caywood, and I am the operational
risk and compliance officer for Bank of America, with a scope that
includes credit cards. The committee has asked us for our views on
the Federal Reserve Board’s proposal to substantially revise its
Regulation Z.

As you have heard today, the job of describing how the credit
card works has become complex. Certainly, card agreements were
simpler when the product was offered only to wealthier customers
who paid an annual fee, and were required to repay the balance
in full each month. But the current system has expanded access to
credit, and made the credit card a more useful instrument for more
consumers than ever before.

Our initial review of the new Reg Z suggests that the proposed
revisions are an improvement on the existing regulation. It will
provide customers meaningful disclosures in an even clearer for-
mat, and it will facilitate comparison shopping, and better allow
consumers to modify their behavior, potentially reducing their cost
of credit.

In its proposal, the Board has amended several of the required
disclosures to provide a useful tabular summary. Furthermore,
transactions, interest charges, and fees will be grouped together in
a new way that we think will be more easily understood by cus-
tomers. We believe that the revised statement will quickly and
more clearly provide customers relevant information about their ac-
counts, and assist them to better understand the cause of any cred-
it-related fees incurred during the previous cycle.

While our overall reaction to the proposal is favorable, the pro-
posed changes to Reg Z would require issuers to expend consider-
able time and resources to rewrite the vast majority of our commu-
nications with our customers, and to change the ways that these
communications are delivered. It would also require substantial
time to prepare and test, and it will be important for the Board to
allow sufficient time for that to occur.

We have also identified one area in the proposal described in my
written testimony, where we believe it can be improved. Our re-
view between now and October, when the comment period ends,
may identify others, and we will include those in a comprehensive
comment to the Board.

Some specific credit card practices have been the focus of recent
criticism and discussion here today. We believe it is important to
reiterate Bank of America’s position on these issues.

Bank of America has never engaged in double-cycle billing.

Bank of America has never engaged in universal default. That is,
automatically repricing a customer, without further notice or con-
sent, based only on the customer’s default with another lender.

Bank of America limits the frequency of risk-based repricing by
amendment. In addition, when we determine that an account’s risk
has increased, and propose an increased interest rate, the customer
can opt out of the proposed change in terms and pay down the ac-
count over time under the existing terms. We call this, “Just Say
No.”

Bank of America limits the number of consecutive over-limit fees.
We have a hard stop at three.
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I am proud to say that we arrived at these policies some time
ago, by listening to our customers, and implementing practices de-
signed to meet their financial needs and concerns. More recently,
we have modified our default repricing, to be based on two events:
late payments or overlimit transactions.

We think it is fair to give customers a second chance. And when
customers with increased rates pay us on time for 6 months, and
stay within their credit limit, they can qualify for a rate reduction,
or a “cure.”

It was also from listening to our customers that we learned that
they have a growing desire for improved information and more con-
trol over their finances. This is why we offer easy-to-use tools to
help our customers manage their accounts responsibly. Online
banking allows customers to view information about their credit
card and other accounts. Customers can track activity, transfer
funds, and pay bills any time, anywhere they have Internet access.

Alerts are messages that we send to computers, PDAs, or mobile
phones to inform or protect our customers. They can warn a cus-
tomer when he or she is approaching a credit limit, or has an up-
coming payment due date. Our alerts go by e-mail or text message,
or both. Customers love this option. We have more than 1.3 million
enrolled to receive alerts already.

We have also gone beyond the required disclosures to provide
customers with brochures that describe, in plain language, how
credit cards work, and how to avoid fees. One example is called,
“Credit Cards and You,” which I have a copy of here, which pro-
vides clear information about interest rates, grace periods, and how
cash advances and balance transfers are treated, how payments are
allocated among outstanding balances, and the importance of pay-
ing on time and staying within your credit limit.

In addition, Bank of America believes that financial literacy is
best taught early. That is why we sponsor basic money manage-
ment programs for high school and college students with our part-
ner, Monster.com. Between August 2006 and March 2007, we made
nearly 240 presentations to more than 13,000 students on college
campuses.

Why are we engaged in these financial education efforts? Our re-
search shows that customers who are empowered with this infor-
mation are more satisfied and more likely to look to us for a de-
posit or mortgage account.

Second, our business does best when our customers manage their
credit responsibly. One of the great myths that we hear is that
credit card companies prefer customers to default on their obliga-
tion, so that we can earn higher fees. That’s simply not the case.
Our credit losses exceed by a wide margin our revenue from late
and overlimit fees. We want informed customers, and that is why
we have not only undertaken our own efforts to educate them, but
we support the efforts of the Board.

In conclusion, thank you for this opportunity to address the sub-
committee, and I would be happy to respond to any questions the
members may have.

[The prepared statement of Mr. Caywood can be found on page
123 of the appendix.]
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STATEMENT OF JOHN G. FINNERAN, JR., GENERAL COUNSEL,
CAPITAL ONE

Mr. FINNERAN. Good afternoon Chairwoman Maloney, Ranking
Member Gillmor, and members of the subcommittee. My name is
John Finneran, and I am the general counsel of Capital One Finan-
cial Corporation. I want to thank you for this opportunity to ad-
dress the subcommittee this afternoon.

Today the credit card is among the most popular forms of pay-
ment in America. It is valued by consumers and merchants alike
for its convenience, efficiency, and security. But credit cards have
also become more complex, with a variety of benefits and terms.
The current disclosure regime under the Truth in Lending Act, as
implemented by Regulation Z, did not contemplate this complexity.

As well as meeting the current requirements of Reg Z, in recent
years, Capital One has implemented a dynamic disclosure regime,
focused on simple and timely communication of critical information
to our customers, as well as our prospective customers.

We at Capital One want to join those who have praised the Fed-
eral Reserve Board for the depth and thoroughness of its proposed
changes to Reg Z. Capital One commented in advance of the rule
with its own recommendations for comprehensive change, and were
pleased to find in this proposal by the Fed new rules that incor-
porate many of our recommendations.

For years, Capital One has been focused on two critical priorities
which we believe to be integral to the empowerment of our cus-
tomers, and the health of our industry—good disclosure and default
repricing practice. Although we haven’t had the time to assess the
full implications of the Fed’s proposal, we believe that the Board
is focused appropriately on these issues, as well.

The Fed’s proposal, if adopted, would transform the basic concept
of disclosure, altogether. It would move to a targeted regime of
plain English notices that are delivered to customers at the mo-
ment when they are most relevant to them. We strongly support
the Board’s proposal in this regard.

As importantly, the Federal Reserve’s proposal has identified
what Capital One believes to be the most challenging practice in
the industry today, and that is aggressive default repricing. Requir-
ing card issuers to notify customers 45 days prior to default repric-
ing is a bold proposal. Capital One has already addressed this issue
in a different way, with a single, simple default repricing policy
that provides our customers with a warning before we will consider
taking any action.

Our policy is simple: Capital One will not default reprice any
customer unless they pay 3 or more days late twice in a 12-month
period. After the first infraction, customers are provided with a
prominent statement on their monthly bill, alerting them that they
may be default repriced if they pay late again.

Furthermore, the decision to default reprice someone is not auto-
matic. For many customers, Capital One chooses not to do so. If we
do default reprice someone after being late twice, we will let them
earn back their prior rate by paying us on time for 12 consecutive
months. This process of unrepricing is automatic.

To be clear, Capital One does not practice any form of universal
default. That has been our long-standing policy. We will not reprice
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a customer if they pay late on another account with us or any other
lender, or because their credit score goes down for any reason. In
addition, Capital One will not reprice customers if they go over
their credit limit or bounce a check.

While the Federal Reserve offers a different approach, we share
the same goal, ensuring the customers receive a warning before
they’re repriced, and an opportunity to learn about the potential
consequences of their behavior before they are repriced in any man-
ner. We hope the Federal Reserve will consider the merits of our
current approach, and determine whether some additional flexi-
bility in the final rule is warranted.

Although the optimal means of eliminating aggressive default re-
pricing may be the subject of some debate this afternoon, Capital
One recommends that the Federal Reserve go one step further.
Issuers should be required to tell customers the exact type of in-
fraction that caused the change in their interest rates.

Today, when a customer is repriced for breaking a contractual
rule, such as paying late, going over the limit, or defaulting on an-
other account, the issuer is under no obligation to explain why. We
believe that disclosing the infraction that caused the repricing will
create a teachable moment, and will enable customers to gain the
full benefits of greater transparency.

As issuers, however, we have an obligation to ensure the cus-
tomers not only understand the products we offer, but that our
practices meet the standards of reasonableness and fairness our
customers expect.

Consistent with the Board’s proposal, Capital One has adopted
strict policies regarding the marketing and treatment of fixed
rates. Our fixed rates are not subject to any form of repricing dur-
ing the specific period for which they are promised. In addition,
Capital One has never engaged in double-cycle billing.

The overwhelming majority of Capital One’s customers use their
accounts responsibly, and enjoy the many benefits this form of pay-
ment offers. Capital One looks for early indications, however, that
a particular customer may be experiencing challenges. For exam-
ple, any customer who pays us only the minimum for three con-
secutive months receives a notice on their statement that empha-
sizes the consequences of this practice, and encourages them to pay
down their balance more quickly.

While we support the Federal Reserve’s efforts to provide more
information in this regard, we believe that our current approach,
providing notice only to those who actually routinely pay the min-
imum, enhances the relevancy of the disclosure, and better ad-
vances the Federal Reserve’s stated objective of developing more
targeted and dynamic disclosure regime.

In conclusion, we believe that the Federal Reserve’s proposal rep-
resents an important step forward for consumers and our industry.
At Capital One, however, we do not view it as a substitute for con-
tinuously adapting our practices and policies to keep up with con-
sumer demand, the rigors of competition, and the standards of
sound banking. I thank you, and I look forward to answering your
questions.

[The prepared statement of Mr. Finneran can be found on page
175 of the appendix.]
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STATEMENT OF MARILYN LANDIS, BASIC BUSINESS CON-
CEPTS, INC., PITTSBURGH, PA, ON BEHALF OF THE NA-
TIONAL SMALL BUSINESS ASSOCIATION

Ms. LanDIs. Congresswoman Maloney, and Ranking Member
Gillmor, thank you for inviting me here today to discuss the impact
that various credit card practices are having on America’s small
business community.

My name is Marilyn Landis, and I am representing the National
Small Business Association. I am also the owner of Basic Business
Concepts, a consulting and financial management company serving
small businesses. Prior to starting Basic Business Concepts, I spent
30 years working for and with commercial lenders, banks, and
small businesses throughout western Pennsylvania.

Access to capital is one of the largest obstacles facing America’s
small businesses. Many small and start-up businesses lack the as-
sets necessary for traditional bank loans. Ongoing bank consolida-
tion has resulted in fewer community banks and fewer character-
based loans. Into this access-to-capital vacuum, a new capital issue
has sprung to the forefront, an increased reliance on credit cards.

Rapidly growing businesses that are not traditional brick and
mortar like mine have neither equity and hard assets, nor historic
cash flow to support their loan requests. We are forced to use bank
credit lines which, if not secured with equity in our home, are in-
creasingly credit card accounts. These businesses do not want to
rely on credit card debt; they are forced to.

According to a nationwide survey of small and mid-sized small
business owners recently commissioned by NSBA, credit cards are
a primary source of financing for America’s small businesses. In
fact, 44 percent of small business owners identified credit cards as
a source of financing that their company had used in the prior 12
months, more than any other source of financing.

In 1993, only 16 percent of small business owners identified cred-
it cards as a source of funding they had used in the prior 12
months. Of the small business owners who use credit cards as a
source of funding, 71 percent report carrying a balance month to
month, and 36 percent are carrying a balance of more than
$10,000.

It is important to note that small business owners are not turn-
ing to credit cards to finance their businesses because they think
they are getting a good deal. In fact, among those using credit
cards, 53 percent say that the terms of their credit have gotten
worse over the last 5 years.

Why should the small business community’s increased reliance
on credit cards and their sense of worsening credit terms be of in-
terest to this subcommittee? Put simply, small businesses are the
engine of the U.S. economy, and the backbone of the communities
you represent.

The billions of dollars in retroactive interest rate hikes, esca-
lating and possession of undisclosed fees, and unilateral and un-
foreseen interest rate increases is money diverted from economic
development. A third of small and mid-sized businesses say that
they would hire additional employees if more capital were avail-
able.



53

In order to address the practices that make running a small busi-
ness increasingly difficult, and hinder the economic development of
the Nation’s small businesses, NSBA supports credit card reform.

NSBA supports the enactment of the new credit card regulations
recently proposed by the Federal Reserve, improved disclosure,
which must not be construed as simply more disclosure, is of para-
mount importance to the small business community. We are busi-
ness people, more than capable of playing by the rules. But the
rules must be made known, and they must be consistent and pre-
dictable.

Let me detail a personal incident that demonstrates the incon-
sistent and unpredictable nature of current credit card practices. I
have an Advanta credit card, for which I carry an average daily
balance of around $5,000, at 2.99 percent. In November of 2006, I
took a cash advance, paid the fee, paid the interest on the fee, and
secured an additional $14,000 at 11.4 percent. There was no activ-
ity for the next month, and I made my payment on time.

Therefore, the following month, I was surprised to see my cash
advance interest rate had gone from 11.49 to 20.01 percent. Equal-
ly surprising was that my average daily balance, which I was pay-
ing previously 2.9 percent, had dropped by about $4,000, while the
rest of my outstanding balance, which was now at 19.99, had
jumped by that $4,000, with no explanation.

One can imagine how difficult it is to adhere to a business plan
with this sort of unpredictability lurking in an expenditure. My
Bank of America card, on the other hand, had an interesting pay-
ment feature. The due dates have never stayed the same, fluc-
tuating by 5 days in the last 7 months, and the statement cut-off
date has stayed the same.

The same can be true of my MBNA card, which was purchased
by Bank of America. Previously, the due date was the 27th. But be-
tween December of 2006, and April of 2007, the due dates for the
card have fluctuated greatly. Again, the statement date has stayed
t}ile same. It is this unpredictability that makes it very difficult to
plan.

While Regulation Z and the Truth in Lending Act requires that
affected card holders should be notified in writing of any proposed
change in rates at terms of 15 days before change, the Federal Re-
serve proposed increasing this notification to 45 days. This opt-out
option does little to help small businesses who are carrying large
month-to-month balances. Most small business owners are forced to
use credit cards to finance a capital expenditure or an expansion
of their business.

Further, as exorbitant as the penalty rates most credit card
issuers may appear, the small business members of NSBA do not
advocate a cap on rates. NSBA does support eliminating the retro-
active application of penalty rates. This effectively increases the
purchase price of the goods.

In conclusion, America’s small business community is not op-
posed to the credit card industry, nor is it in the habit of advo-
cating the passage of increased Federal regulation, preferring free
enterprise and market solutions. NSBA strongly encourages both
the Administration and Congress to fully support small businesses
as a true center of growth in the U.S. economy, and take the lead
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in ensuring credit card practices are not restricting small business
growth.

I thank you for your time, and welcome any questions.

[The prepared statement of Ms. Landis can be found on page 226
of the appendix.]

Chairwoman MALONEY. Mr. Mierzwinski?

STATEMENT OF EDMUND MIERZWINSKI, CONSUMER PRO-
GRAM DIRECTOR, UNITED STATES PUBLIC INTEREST RE-
SEARCH GROUP

Mr. MIERZWINSKI. Thank you, Chairwoman Maloney, Ranking
Member Gillmor, and members of the committee. I am Ed
Mierzwinski, and on behalf of the State Public Interest Research
Groups, I appreciate the opportunity to testify before the com-
mittee.

Owning a credit card company is a license to steal. You can
change the rules at any time, for any reason, including no reason,
and you are allowed to operate nationwide, from any State that
forms a safe harbor for you. We believe, as a consumer advocacy
organization, that the Federal Reserve disclosure proposals are a
first small step toward reform of this industry.

If you look at this industry, and you look at the marketplace, you
say, “How do we ensure that a marketplace is disciplined?” First,
there must be competition. Well, in competition, we have a number
of rules for competition. One of those rules is that you have to have
a lot of players and easy entry. We have a tight oligopoly in this
industry. The top 10 players dominate the industry.

Second, consumers don’t have adequate information. They don’t
have the ability to make choices. Their contract can be changed at
any time, they have no opportunity to fix their contract. It’s a one-
sided contract of adhesion. And many of the terms in it are too
complex, even for financial literacy classes, which we support to
improve.

The problem is, you have a choice of law terms, you have these
various contractual complexities, you have the ability to calculate
interest in four or five different legal ways. It is impossible to ad-
dress the problems.

So, second, if you don’t have a marketplace that is competitive,
you have regulation. What kinds of regulation do you have? I would
say there are three levels of regulation.

First, there is private enforcement. There is virtually no ability
of private consumers to police this marketplace, due to mandatory
arbitration clauses that limit their ability to go to court. We need
to get rid of the mandatory arbitration clauses that restrict con-
sumers’ ability to privately enforce their credit card contracts.

The second level of protection is State enforcers. As you have
heard, and as you will be hearing next week, we will discuss the
State enforcers have been defanged by the OCC pre-emption rules.
Because the OCC regulates 9 of the 10 largest credit card compa-
nies, it effectively is the de facto policer of the entire industry.

As this committee pointed out in a bipartisan vote several years
ago, the OCC is inadequate, in terms of its enforcement ability, and
its number of enforcers, its number of consumer complaint han-
dlers to protect consumers against the industry.
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As we also know, neither the OCC, nor the Fed, which regulates
the other large issuers, has taken any formal enforcement action
against any of the large issuers in the last 5 years or so. That does
not send a clear message that we are on top of our game.

So, when you have no private enforcement, when you have a
defanging of the State enforcers, and when you have the Federal
enforcers asleep at the switch, asleep at the wheel, you have a sys-
tem that is out of control. That’s where all these unfair practices
are coming from.

Now, your questions earlier, Madam Chairwoman, I commend
you for your questions to the Federal Reserve. The consumer
groups, in our comments to the Fed, the joint comments that the
NCLC, Center for Responsible Lending, CFA, Consumers Union
and others provided, we said the Fed should go further than disclo-
sure changes. Let me just make one point that gets to some of the
questions that Mr. Cleaver and others were asking.

We believe that the Fed has the authority to order the banks to
do exactly what the IRS has as its rule. If a bill is postmarked on
Ehe Io‘llat(e)z due, the bill is timely. Why doesn’t the Fed go further, and

o that?

We believe that the problems of this industry, where you are
making just incredible amounts of money, but you want to make
more money so you come up with unfair fees, the second way you
make more money—the problem with this industry are now reach-
ing out to new populations. And I got into details on this in my tes-
timony.

I would commend to you a report that I cite from the National
Council of La Raza on the problems Latino customers are facing
with credit card issues. And I would also point out that the pro-
grams founded on college campuses were very concerned about the
aggressive marketing on campuses, where you get trinkets,
frisbees, or bottles of soda in return for filling out credit applica-
tions.

We have set up our own counter-programming on campus, where
we hand out anti-credit card company marketing brochures. So,
this one is the, “Charge it to the Max Credit Card.” In return for
filling out the credit card application, we will give you a free
skateboard key ring. I'm not exactly sure what a free skateboard
key ring is, but in terms of the kinds of junk that they’re handing
out on campus, we are very concerned about it.

In our testimony, we outline a number of the bills which we
would support, and other consumer groups would support. Most of
the provisions in them have been articulated in the members’ ques-
tions.

So, again, I appreciate the opportunity to testify before you
today, and I encourage you to remember that the real solution is
not disclosure. The solution is to ban the unfair practices, to rein-
state the authority of State enforcers, and to give consumers a
right to enforce the laws themselves, by eliminating mandatory ar-
bitration clauses in credit card contracts.

[The prepared statement of Mr. Mierzwinski can be found on
page 233 of the appendix.]

Chairwoman MALONEY. Thank you. First, I will call on my col-
league, Mr. Gillmor.
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Mr. GILLMOR. Thank you very much, Madam Chairwoman. First,
I will call on Mr. Huizinga. I want to ask you a question about
profitability in the industry.

Going back over the last, say, 10 or 15 years, what is the level
of profitability now, compared to then? And the other—as part of
that question, there has been some thought that while interest
rates may have come down, fee income has gone up.

So, two questions. One, what is your overall level of profitability
over that period of time? And what is the component of that profit-
ability, in terms of interest versus fees?

Mr. HuiziINGA. The GAO did a comprehensive study of the credit
card industry, and released their report last October; I think they
addressed those issues in their report. I believe that GAO found
the profitability of the major credit card issuers has remained rel-
atively constant over the last 5- to 10-year period.

What has changed—which I think leads to your second ques-
tion—is the method by which credit cards have been priced. We can
all remember, many years ago, when all credit cards essentially
had an annual fee and a 20 percent interest rate. And what has
evolved over the last several years has been more individualized,
tailored pricing, many times referred to as risk-based pricing,
where more favorable rates are offered to consumers with better
credit records, and higher interest rates are typically charged to
those with less favorable credit records.

There also has been a de-bundling of prices, which I think I al-
luded to briefly in my testimony, where there are more fees that
are imposed for particular services that consumers may want.

So, I think that in terms of the overall pricing, what we have
seen is more of a change in the method of pricing and allocation
of pricing, as opposed to increases in pricing. In fact, I think what
the GAO study found was that, overall, many consumers have ben-
efitted from the more tailored pricing models.

Mr. GILLMOR. Yes, but the question was, what’s the mix? I mean,
if it was 90 percent interest/10 percent fees 15 years ago, is it 50/
50 now? Or is there data on that?

Mr. HUizINGA. I am not sure about the actual mix.

Mr. GILLMOR. Yes.

Mr. HU1ZINGA. There has been an increase in the fees. I think
the Fed has addressed that, and we are seeing—I think we men-
tiolrlled earlier the fact that Regulation Z is being updated, if you
will.

And I think one of the things that the regulation does is take ac-
count of that. In the proposal, there is an increased emphasis on
disclosure of fees. That’s both in the tables, as well as, importantly,
on the periodic statement. When those fees are actually imposed,
the Fed has greatly improved the disclosures, so the consumers will
understand the fees that are being charged.

Mr. GILLMOR. Let me go to Mr. Mierzwinski. You talked in your
written testimony about the fine print. I think we all agree there
is lots of fine print there, nobody reads it, nobody understands it.

But we have a problem here of coming up with some kind of bal-
ance. I mean, a lot of that fine print is there because the govern-
ment requires it, and the regulators say you have to do it. So, I
guess, what is your answer to how we find the balance of what has
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to be disclosed, and how you get it distilled in a form that people
will read and will understand?

Mr. MIERZWINSKI. Well, thank you, Mr. Gillmor. The fine print,
or the mice type, as I sometimes call it, is a significant problem.
And the fact that it can change at any time is an additional prob-
lem.

We are still examining the Fed’s proposals. The fact is that there
can be some important disclosures that are made in bigger print,
and that are the required disclosures, but the real problem is that
they are allowed to charge as many fees as they want, they can use
four different methods of balance calculation—

Mr. GILLMOR. Yes, but that is not—

Mr. MIERZWINSKI. They can reach back—

Mr. GILLMOR. I understand. That is not responsive to my—

Mr. MIERZWINSKI. Well, what is responsive is—

Mr. GILLMOR.—to the question.

Mr. MIERZWINSKI. I would be happy to get back to you in detail
in writing, then, Mr. Gillmor, with some ideas. But, obviously, we
want to calculate the true cost of credit as accurately as possible.
We don’t think the Fed’s rules will do all of it.

Mr. GiLLMOR. Okay. No, I appreciate that. But one of the con-
cerns—this isn’t necessarily directed at you at all—but one of the
concerns I have is that a lot of us in government, we complain
about fine print, and then we introduce bills that require more fine
print. And so that’s a problem I think we have to deal with.

Chairwoman MALONEY. Mr. Gillmor?

Mr. GILLMOR. I yield back.

Chairwoman MALONEY. Thank you. I would like to ask unani-
mous consent to place into the record two documents: First, a letter
that the National Association of Federal Credit Unions sent to the
members of the subcommittee; and second, testimony from the New
York State Consumer Protection Board. Without objection, these
documents will be made part of the official record.

We have been called for a series of votes. So in the interest of
time, I would like to ask the panelists to get back to me and the
committee members in writing what you would recommend for best
practices for reforming the system.

And I now yield to my colleague from the great State of New
York, Gary Ackerman.

Mr. ACKERMAN. I thank the chairwoman. I had a meeting sched-
uled during this time, but I was trying to arrange a meeting with
Mr. Carey afterwards, so that I could ask him a question and not
have to do it here, at the committee, about a practice that
Citibank—I thought perhaps we could do it in my office, but you
didn’t seem to have time, so I came back down and rescheduled my
other meeting.

Here is the question. We just found a new first, I think. My chief
of staff on another committee went home the other day, and got a
notice from Citibank. He and his wife are customers, and they
have, I believe, a Visa card, which they are content with. They got
a notice about a new product that Citi was offering, which was an
American Express card. And for their reasons, whatever they were,
they weren’t interested, and they threw the notice away. This was
a short while ago.
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Yesterday, they got a notice from Citibank, thanking them for
changing from the credit card that they had, which was a Visa
card, to an American Express card that they didn’t want. They
didn’t say they wanted it; they threw it away.

So, after getting stuck in voicemail hell for a while, they got a
real person, and after a protracted period of time, were able to ex-
plain to them that they didn’t want it, they didn’t order it. And it
was explained to them that somewhere in the language of whatever
it was that Citibank—embarrassingly, in my opinion—sent them,
it said somewhere that, “If you don’t respond to us, we are switch-
ing your credit card,” so that no response became the response that
triggered them getting a new credit card, which they don’t want.

After a while, they got it straightened out. But I would venture
to guess that more people—and the older you are, the more pre-
disposed you are of doing this—don’t read all those things, and
don’t bother to change it. And suddenly, the product that they did
know about, that they ordered, that they were happy with, gets
changed.

Don’t you think that it is unfair, if you get no response, to take
an affirmative action, and assume that somebody wants to make a
change, when most people think that if they throw something
away, they’re with the status quo?

Shouldn’t they have to affirmatively respond, rather than just
taking the—what I assume to be the majority of people, who don’t
know what’s happening to them, and just switching their credit
cards with different terms and conditions?

Mr. CAREY. Congressman, I think your point is a very good point.
I can certainly take that back to my business area, and we can re-
view that. I understand the concern. I would say that the card that
was offered was certainly equivalent, if not better, than the card
that they had previously, and—

Mr. ACKERMAN. I am not arguing. I have both.

Mr. CAREY. Okay.

Mr. ACKERMAN. So I am—you know, I have no personal dog in
that fight. But people are entitled to make decisions, and not have
somebody swap—making the decisions.

If we are in favor of people making their own choices based on
information, then that choice shouldn’t be taken away from them.

Mr. CAREY. You are absolutely correct. I agree with that.

Mr. ACKERMAN. I do have some other issues, but I will—hope-
fully, we can talk about them when you have the opportunity to
meet.

Mr. CAREY. I look forward to it.

Mr. ACKERMAN. I yield back the balance of my time.

Chairwoman MALONEY. We are going to adjourn for 10 minutes
for votes. Thank you. And we will be coming back.

[Recess]

Chairwoman MALONEY. The meeting will be called to order. Con-
gressman Gillmor suggested that I begin without him, as he has
a conflict, but he will try to get back.

And I now recognize Congresswoman Bean, from the great State
of Illinois.
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Ms. BEAN. Thank you, Madam Chairwoman. I wanted to direct
my question to Mr. Carey regarding what someone with the Fed-
eral Reserve has proposed, on the reworking of Reg Z.

I know in your testimony, and I believe some of the other testi-
monies, there was discussion of how repricing practices could
change, particularly if the 45-day notice period is implemented.
What type of changes would you anticipate?

Mr. CAREY. The Fed’s rule around the 45 days, I think, is cen-
tered around the concept that when customers apply for credit,
they have an expectation that the rate that they applied for is
something that they can rely on. And what the Fed has done with
their 45-day rule is that they have, I think, provided some level of
reliance for that.

Now, what we have done at Citi is a little bit different from how
the Fed has approached this. We have abandoned the practice of
any-time, any-reason. So, if your credit behavior changes with
other creditors, or if market conditions change, we would not
change your rate for the life of the credit card, which is approxi-
mately 2 years, because we think it centers on the proposal that,
“Look, this is what I applied for, this is what my terms are, and
in essence, a deal is a deal.”

So, that is the approach we have taken. I think the Fed is on the
right track with it. And we—you know, there are pieces of it we
have to look at, but we generally think that this is the right ap-
proach towards dealing with most repricing issues.

Ms. BEAN. Okay. And the other question I would ask you—and
there might be other panelists who may wish to respond, as well—
is, clearly, looking back over the years where there was more aver-
age rates that were charged, and now there is more risk-based pric-
ing, but also providing credit to a lot more folks in the process, if
the industry moves far away from risk-based pricing, is there then
the risk that overall rates go up for the broader pool of credit card
holders to cover those where we might lose practices that charge
those who have worsening credit ratings, so that the whole pool of
credit card holders aren’t hit?

Will that spread it, and is there also risk that average rates go
up for the broader pool?

Mr. CAREY. I think that is a terrific question. You know, if you
go back and look at the industry, the average credit card rates of
15 or 20 years ago were around 19 percent, on average, and it real-
ly didn’t matter whether you were high risk or not. Everybody got
the same price.

Ms. BEAN. Same rate.

Mr. CAREY. And what has happened over time is that the rates
in the industry have gone down. Overall, they have gone down.
And so, the people who have the best credit record in a risk-based
credit system get the best pricing, and those who are higher risk
pay a higher price for the credit.

But what has also happened is that there is more access. People
who would not have qualified for a credit card 20 years ago, now
have an opportunity to apply for a credit card, and be approved for
credit, and be able to use a credit card.

So, we think that pricing would go up, and that the availability
of the product would not—
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Ms. BEAN. Go down.

Mr. CAREY. No, be as universal as it is now.

Ms. BEAN. Any other panelists, if I have time, who wish to com-
ment on that?

Mr. MIERZWINSKI. If I may?

Ms. BEAN. Yes.

Mr. MIERZWINSKI. Very briefly, Congresswoman, I would simply
say that we would be happy to try to provide you with more infor-
mation, which I don’t have in my written testimony, about one of
the reasons that the cost of credit has declined—and a point that
I don’t think has been made—is that the bank’s cost of money de-
clined dramatically over that period, as well.

And second, we would point out that the use of risk-based pricing
is something that the consumer groups don’t necessarily directly
oppose, but we do oppose using it as a cover for unfair practices.
When they claim that, “Oh, we had to do this because of risk-based
pricing,” well, obviously, now that everybody is stopping doing cer-
tain things, we think it really wasn’t risk-based pricing.

Ms. BEAN. That is similar to recent hearings we have done in the
broader committee on the subprime lending market. We don’t want
to discourage liquidity and access to mortgages to people with less
than perfect credit. We certainly want that availability. But we
don’t want to go so overboard that we charge everybody for those
who are in a higher risk pool, yes.

That is all I have. I yield back.

Chairwoman MALONEY. The Chair recognizes Mr. Ellison.

Mr. ELLISON. Yes, I would like to follow up on this question of
the price of money over the last 30 years. I think in 1979 we had
high inflation and high interest rates.

But I mean, the Fed engages in monetary policy, and they pur-
sued the monetary policy that brought interest rates down. Isn’t
that correct, as a matter of American monetary policy? This is not
a function of the credit card industry.

Mr. CAREY. It really depends upon the period of time which you
are speaking about. I am talking about a period of time between
1995 and today.

Mr. ELLISON. Okay.

Mr. CAREY. And, again, I would have to go back and look at the
cost of funds. But my understanding is that the cost of funds
wasn’t substantially different than it is today.

Mr. ELLISON. Any thoughts on that, Mr. Mierzwinski?

Mr. MIERZWINSKI. My recollection is that the Fed lowered rates
to historically low rates in the early part of this century, and rates
for auto loans, rates for home loans, all kinds of rates declined to
very low levels, as everyone knows, but credit card rates did not
decline as much.

Mr. ELLISON. I would also like to ask some questions about risk-
based pricing. Could you help me understand? Risk-based pricing
is, I guess, a pricing scheme that ties the price of money to—or ac-
cess to it—to the amount of risk associated with loaning that
money.

And if risk-based pricing is actually how the credit card compa-
nies do pricing, how could a congressional hearing shining light on
things like double-cycle billing, universal default, how could just a
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congressional hearing actually get those sort of practices to be dis-
pensed with voluntarily by the company? You understand my
point? Maybe you don’t. Mr. Caywood?

Mr. CAYwoOD. I understand your point, and I would just say, on
behalf of Bank of America, that didn’t happen.

Mr. ELLISON. Okay.

Mr. CAywooD. That we did not engage in universal default, or
double-cycle billing well, well before any of the hearings began.

Mr. ELLISON. Right.

Mr. CAYWOOD. So, because we listened to our customers, and de-
cided those were not practices we would engage in.

Mr. ELLISON. And, Mr. Caywood, I think you are making my
point, exactly. If somebody says we have to do these things because
of the risk, then how do you explain what Citigroup, Bank of Amer-
ica, and some of the—and I think half of the top 10 have volun-
tarily dispensed with the practice?

So, it seems to me that the practices of double-cycle billing and
universal default cannot be rationally tied to risk-based pricing.
Am I right or wrong?

Mr. CAYwWoOD. I think those practices are different than risk-
based pricing.

Mr. ELLISON. Right, you’re right. They are different, but don’t
they, in fact, reflect the idea that these—that some of these credit
card holders actually are—I mean, that these practices can be justi-
fied by greater risk? Because credit cards are a higher risk form
of money. So they’re justified by saying, “Well, they are higher risk,
so we can do these things.” Am I right about that?

Mr. CAYWOOD. I think there are ways to do risk-based pricing
without engaging in universal default.

Mr. ELLISON. Yes.

Mr. CAYWOOD. But—

Mr. ELLISON. And I think you and I agree on that, but I guess
I am curious to know the other side of the coin. For companies that
do it, how do they justify doing it? Do they justify it because credit
cards are riskier?

Mr. CAYWOOD. I don’t—

Mr. ELLISON. You don’t do it that—

Mr. CAYwooD. No, we don’t. Sorry.

Mr. ELLISON. Mr. Mierzwinski, do you have any thoughts on it?

Mr. MIERZWINSKI. I do, but Kathleen, I think, has some points.

Mr. ELLISON. Oh, I didn’t see. Sorry about that.

Ms. KeEEST. Well, I am afraid there is a—I think it is kind of a
lit‘ﬂedbit of the, “We can do it,” “What we can get away with, we
will do.”

Mr. ELLISON. I think you are right.

Ms. KEEST. I mean, if you look at the way the penalty rates went
up after the Smiley decision, which basically said all bets are off
around the time the Smiley decision came down in 1995, I think
the penalty rates—sorry, not the penalty rates, but the penalty
fees—were about $1.7 billion, and in 2005 they were $17 billion, re-
flecting 10 years of the effect of Smiley.

And just in terms of sort of what people are thinking, I just put
a Chase application that I got in the mail regarding the payment
allocation system, and they just stuck in there, “You authorize us
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to allocate your payments and credits in a way that is most favor-
able to us.”

Mr. ELLISON. That sounds like a good deal.

Ms. KEEST. Yes, who could argue? So I think there is a lot of
that, “Hey, let us just push the limit, and see what we can get
away with.”

Mr. ELLISON. And, in that case, isn’t there an important role for
Congress to play?

Ms. KEEST. Well, I think there are a lot of people who think that.

Mr. ELLISON. Yes. My next question is this. I have heard—there
were some folks on the earlier panel who—we talked about this one
practice of universal default. Can you help me understand what le-
gitimate economic basis the practice of universal default might
have, as it relates to, say, risk?

Chairwoman MALONEY. The Chair grants the gentleman an addi-
tional 60 seconds.

Mr. ELLISON. Thank you, Madam Chairwoman, I will be quick.

Chairwoman MALONEY. To get this answer.

Mr. ELLISON. Other than Ms. Keest’s point, which is getting as
much as you can, is there any risk-based rationale for this prac-
tice?

Mr. HU1ZINGA. I think that, as has been mentioned, many credi-
tors have moved away from it. I think I have heard the argument
made that if a consumer defaults on one loan, that may be an indi-
cation that they may be likely to default on another loan. It may
be an indication that there has been a difficulty in their credit situ-
ation, or the like, and it may evidence a higher risk on another
loan, even though they haven’t defaulted on that loan yet.

Chairwoman MALONEY. Okay—

Mr. MIERZWINSKI. I would just add, Mr. Ellison, that the regu-
lators came out with a guidance where they said that if you were
going to risk reprice, it must really be based on risk. And so, clear-
ly, so many people getting rid of it, it is probably not based on risk.

Chairwoman MALONEY. The gentleman’s time has expired, and
the chairwoman recognizes herself to follow up with a question to
Ms. Keest.

You mentioned that after the Smiley decision, the fees went up.
What do you think the effect of the Wachovia decision on business
practices will be? The recent decision.

Ms. KEEST. Well, it would be interesting to see what the folks
from the banks here—I would say, on the fees, probably not a
whole lot, for the simple reason that the credit card issuers are
mostly being issued directly by the banks, anyway, rather than the
operating—is that correct?

Chairwoman MALONEY. Would anyone else like to comment?

[No response]

Chairwoman MALONEY. No? No comment? Okay. The Chair rec-
ognizes Mr. Bachus for 5 minutes.

Mr. BAcHUS. Thank you. There has been a lot of talk about uni-
versal default. Now, I can certainly identify with a company that
is extending credit, that all of a sudden sees a change in the con-
sumer, or the credit card holder, that indicates that he may be
going to have a difficulty. In fact, we have—our credit ratings now



63

can pick up on some of these trends, although not always accu-
rately.

But let me ask you about this. I have a credit card. I have been
told that I purchase stuff, and the interest rate will be 8 percent,
and I make $10,000 worth of purchases. Now, all of a sudden I de-
fault on maybe not your credit card, but on somebody else’s, or my
credit score goes down. And that indicates to you, “I am not sure
that I want to keep loaning this person money at 8 percent.”

I can actually see the equity in saying, “I am not going to loan
you any more money at 8 percent,” but I don’t see the justice or
the fairness in saying, “The money I loaned you at 8 percent, all
of a sudden, I am loaning you that at 22 percent.”

What is your policy on that? Do you suddenly change the rules?
And you are going to protect yourself, you don’t want to loan any
more money to this person. But what is the justification for going
back and changing what was an agreement that you had?

Now, you can say, “Well, on page 32 of the small print, we said
we could go back and do that,” but you know, when you say a rate
is fixed for 6 months or a year, you know, to me that indicates—
I'm a law school graduate—a contract. I will just start with
Citigroup.

Mr. CAREY. Congressman, that is not a practice that we engage
in at all. So, if the customer has a problem with another creditor,
and becomes viewed with very high risk, we don’t change the rate.

Mr. BAcHUS. What if they even defaulted on your credit card?
Now, do you change the rate, right?

Mr. CAREY. We would change the rate, yes.

Mr. BACHUS. But is it just on new purchases, or do you go back
on everything they have borrowed before, and—

Mr. CAREY. No, we would change the pricing. Again, these are
in specific circumstances, depending upon the particular credit risk
of the individual customer. We might reprice—

Mr. BacHus. Yes. You know, the thing—

Mr. CAREY.—if they violated an agreement, yes.

Mr. BacHus. I am going to say this, Mr. Carey. The thing I see
about that is that when he is a credit risk, he doesn’t pay you,
that’s right. When you increase his interest rate from 8 percent to
22 percent, he really becomes a credit risk, not only to you, but to
other people who have loaned him money.

Mr. CAREY. I understand.

Mr. BAcHUS. You know, he probably has a car loan on a fixed
rate. He may have a mortgage. And when you suddenly increase
his borrowing costs by several hundred dollars a month, you make
him a threat, not only to default on your payment, but on other
people’s.

And then, if he decides to go into bankruptcy, 4 years ago we sort
of shut that door, because credit card companies said to us, “We
have a problem. People are, you know, we are loaning them money,
and they are going into bankruptcy.”

Mr. CAREY. I understand.

Mr. BACHUS. And it really has caused a lot of us to say, “What
did we do 4 years ago?”

Mr. CAREY. I understand, Congressman.
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Mr. BAcHUS. But I just don’t see the justification. You can
change the rules going forward, and I am with you on this. There
is more of a justification if he misses a payment. I am not talking
if he is 3 days late, but if he is 60 days late, there is more of a
justification.

But still, what we are talking about—and I get handed these
things all the time, unfortunately. As ranking member, it is the
most unpleasant thing, since I have been ranking member. But I
do not understand that.

Another thing I do not understand. You loan money and your pri-
mary—I think—obligation and also intent is to get paid, is for
somebody to reimburse you at whatever interest rate you charge
them. But if you charge them 8 percent, but then if they make a
mortgage payment—do you all charge them a different—like, if
they make a mortgage payment with their credit card?

I don’t know if you all heard the story of the young man who—
I relayed in my opening statement—used his credit card to make
a mortgage payment. All of a sudden, that was 22 percent. So he
tried to not only make a minimum payment and pay that off, but
he was told that he had to pay all $£L,000 or $5,000 at the low in-
terest rate, they applied it to the low interest rate, first, which is
]([))bvil({)usly to your benefit, I guess—or not you, personally, but the

ank.

But it is obviously the most detrimental thing to him, the most
unfavorable thing you could do to your customer, and something
that he would never agree to with a—

Chairwoman MALONEY. The Chair grants the gentleman an addi-
tional 60 seconds.

Mr. BacHUS. I would just maybe ask Citigroup or Capital One,
or—and I appreciate you all being here, but what—

Mr. CAREY. I agree with you, Congressman.

Mr. BAcHUS. Do you all do that? Do you all apply it to the lowest
of the—if he has some money you have agreed at 0 percent or 5
percent or 10 percent, do you apply it to the lowest first, and make
them pay all that before you—do you know what you all—

Mr. CAREY. At Citi, we do apply it to the most inexpensive bal-
ance.

Mr. BAcHUS. Which then, actually, causes his expense to go up,
his cost to go up. Does it not?

Mr. CAREY. Yes, it might.

Mr. BACHUS. So you are concerned about being paid, but you are
increasing his cost, which—doesn’t that just make him more likely
to default?

Mr. CAREY. I think you make a very good point about payment
allocation, and the overall fairness with that. I believe that that is
an area that ought to be looked at, and there ought to be an indus-
try-wide solution to that problem, I agree with you.

Mr. BAcHUS. Yes—

Chairwoman MALONEY. The gentleman’s time has expired, thank
you. Mr. Moore?

Mr. MoOORE. Thank you, Madam Chairwoman. Mr. Carey, you
said in your testimony that without the ability to differentiate risk,
less creditworthy consumers would have fewer appropriate means
of accessing credit, relatively risk-free consumers would face a
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higher cost of credit, and bank lending strategies would be signifi-
cantly curtailed.

My question, and I would like, I guess, your comment, your
thoughts on this, Mr. Carey, is Citi and some other card companies
made the decision to eliminate universal default and so-called any-
time, any-reason repricing. Could you talk a little bit more about
what the rationale was, and what factors led Citi to eliminate those
practices, number one?

And, number two, do you believe those practices should be elimi-
nated across the industry?

Mr. CAREY. Congressman, I would be glad to respond. First of all,
we spent a great deal of time talking to consumers on the tele-
phone. We receive 150 million calls a year. We receive over—we
have communications with—over 100 million pieces of communica-
tion every year. We engage in focus groups, we reach out to cus-
tomers. We are very—from the customer complaints we receive
from the OCC, we react to those accordingly.

We also reach out to many of the community and consumer
groups. Some of them are at this table, where we work with them
to understand what their concerns are. And also, we have what I
would say is a terrific legislative affairs group that works very
closely with Members on the Hill, and with State government. And
we take that information, and we try to adopt our practices based
on transparency, based on fairness, and then based on providing
customers the tools to make informed decisions about their lending.

So, you know, I think that answers both your questions, but I am
not certain.

Mr. MOORE. No, it doesn’t. What about—

Mr. CAREY. Oh, on the individual practices? Oh, no. I agree with
you. I think that universal default, I think, is a fundamentally un-
fair practice, and that is not a practice that we do. We looked at
it.

In fact, we looked at it long ago, and we gave customers back in
2005 the opportunity to opt out and still use the card, which was—
you know, universal default is the idea that it automatically
switches, and you can’t opt out, and you can’t use the card.

Mr. MoORE. Well, the second question, though, was beyond Citi.
And I appreciate what you have said, and I appreciate the decision
you all made. Beyond Citi, should these practices be eliminated
throughout the industry?

Mr. CAREY. I think Congresswoman Maloney has come across, I
think, a terrific idea, which is this concept of a summit, where we
can gather together to drive best practices within the industry. And
we fully endorse that, we think it is a terrific way to solve a lot
of these issues, short of legislation.

Mr. MOORE. She has good ideas, and I would endorse that, as
well. Thank you.

Chairwoman MALONEY. Mr. Hensarling, for 5 minutes.

Mr. HENSARLING. I thank you, Madam Chairwoman. Well, along
with some of my colleagues, I must admit there are some practices
of the credit card companies that don’t absolutely thrill me. I
haven’t quite concluded in my role as legislator, that it is my pre-
rogative to outlaw them.
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I will observe, particularly as I reach the ripe young age of 50,
I reflect back upon when I attempted to get my first credit card,
that very few people would offer me a credit card. Credit wasn’t
available. And I think 20, 30 years ago, people probably in this
very room were debating, “What are we going to do to get more
credit to consumers?” And now, to some extent we debate isn’t
there too much consumer credit out there?

When I finally did get a credit card, one, it had an annual mem-
bership fee I had to pay, and the interest rate, compared to today,
was exceedingly high. As time has gone by, I observe now there is
a dizzying array of offers in my mailbox, practically on a daily
basis, from a wide variety of banks. The interest rates are much
lower. I can actually get cash back at the end of the year. I can
get car rental insurance. I can get frequent flyer miles. I can get
donations to my favorite charities. And, if I am able to pay on time,
I get interest-free loans from the time of purchase.

Such a deal. I think it should at least be noted that, in a com-
petitive marketplace, good things can be yielded to the consumer.
And I can think of no greater consumer protection than a competi-
tive marketplace.

So, I tend to focus on, number one, as I look at these types of
issues, is the marketplace effective? And although I did not hear
every bit of testimony today, I have not seen a lot of credible evi-
dfznce telling me that there is not an effective competitive market-
place.

So, typically, I would want to focus on is there effective disclo-
sure? I know some speak of unfair practices, or—and deceptive
practices. I care about deceptive practices. But if there is full dis-
closure, I am not sure there is a lot of commercial transactions be-
tween fully informed consenting adults that I care to outlaw, and
I continue to be concerned about whether the cure is going to be
worse than the ill, in that if we over-legislate, whether credit will
beccc)lme less available, and at higher cost, particularly to those who
need it.

But to the more effective disclosure—I shouldn’t say more disclo-
sure, but more effective—we have an all-new and improved Regula-
tion Z. I will be the first to admit I haven’t poured through all 800
pages of it. But it seems to—and at least in the view of the Fed—
takes care of a lot of the challenges that we have today, and per-
haps is very prospective in scope, and hopefully, will be in place for
years to come.

And, forgive me, I did miss much of the testimony. But to the
extent people have managed to review the new Regulation Z, what
is it that you would have us legislate that you do not see in the
new Regulation Z? And anybody who wants that softball, I will let
you have it.

Ms. KEEST. That was actually my assignment to talk about, and
so I did talk about it in the written testimony.

Mr. HENSARLING. Forgive me.

Ms. KEEsT. What we focused on was the regulation, the proposed
regulations, are a considerable improvement, certainly in the for-
matting, and the understandable stuff. But the problem is with the
price complexity—and I will let Ed answer your question about
whether or not we have a competitive market with as much market
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concentration as we have—that the pricing complexity is really
only dealt with by an effective way to sort of try to bring some
order to the chaos, to the pricing chaos.

And there are a couple of significant respects where even the Fed
has thrown up its hands and said it is too complicated.

And, you know, the cost of credit is principal times interest times
time equals dollar signs. And we have all focused on, you know, the
rate, which gets messed up with additional charges that complicate
the things. And then you also have, mucking around with account-
ing principles, where they are mucking around with the principle
and the time. And the Fed has, actually in a couple of cases, said,
“This is too complicated to deal with”—

Mr. HENSARLING. I see my time is about to run out. The tax code
is very complicated, as well. Somehow Americans manage to plod
through that each year.

I would also have a fear, though, that if we try to homogenize
this product, then the innovation from the marketplace might leave
us—with that, I see the red light has come on, Madam Chair-
woman.

Chairwoman MALONEY. Thank you. The chairwoman recognizes
herself, following up on his questioning on the disclosure.

In discussions with some banks, they have cited to me anti-trust
concerns as a reason for not amending their disclosures and mak-
ing them clear, and help consumers understand them more.

I would like to ask the issuers, with the new Reg Z, does that
take care of the concerns? Some banks have told me, “The reason
we hand out 30 pages worth of information on this is because our
lawyers tell us to, and we need to.” But with the new Reg Z, well,
do you see the industry voluntarily following the recommendations
that the Fed has come out with, even though there is a comment
period that extends until October with the clear stating of fees and
so forth? Do you see any change now?

I would like to start with Mr. Carey. And if there are issuers—
anyone who would like to comment, but I would like to hear from—

Mr. HUIZINGA. I can address that question.

Chairwoman MALONEY. Okay, sure.

Mr. HUIZINGA. In terms of litigation, I think one of the things
that issuers have struggled with is that these credit card products
can be complicated. And there has been a lot of litigation over the
years by consumers, challenging that the terms were not clear
enough.

And many times, the response to that has been to make them
longer, to get into the detail. If someone didn’t understand a par-
ticular point, to write a paragraph on that. And then, when some-
body else didn’t understand another point, to write a paragraph on
that. And we ended up with very long disclosures, which I think
everyone admits are not as effective as they should be. And I think
the Fed’s approach in Reg Z, really, is designed to address that.

The Fed has tried to distill the key points that are important to
consumers in shopping for credit, and to try to put them in a table,
and in a way that can be easily understood. So, I think that is
being addressed, in terms of moving from densely written disclo-
sures that are very difficult to understand, to tables and sum-
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maries that have limited the information, hopefully in a more man-
ageable way, so that people can shop better.

Chairwoman MALONEY. Not only can people shop better, we have
heard testimony from very sophisticated people—including the
head of Freddie Mac—that he could not understand his credit card
disclosure form.

But I would like to ask Mr. Carey and Mr. Caywood and Mr.
Finneran with the new Reg Z, what impact does that have on you?
Will you be changing your disclosures? Will you be making any
changes because of Reg Z, or—

Mr. CAREY. Oh, yes. I mean, the—what is terrific about the Reg
Z proposal is that, really for the first time, there is uniformity
about format, type face, language, they have provided amount of
language, designed to allow customers to truly understand the
products that they—or services—that they want to acquire.

And what is also good about it is that it is at each stage of the
customer’s interaction with the lender. So, when you are applying
for a card, there are certain rates that are very important for you
to know, very key things you need to know. That is important.
When you get your card agreement and your credit card, they are
laid out very much like the food labels.

Chairwoman MALONEY. Yes.

Mr. CAREY. The American public have gotten used to the food la-
bels—

Chairwoman MALONEY. So you see industry conforming to
what—

Mr. CAREY. Yes, yes, I do.

Chairwoman MALONEY. Great. The Chair recognizes Mr. Clay.

Mr. CrAY. Thank you, Madam Chairwoman. I have two examples
of true experiences in my district of adverse dealings with credit
cards. And this example and question are for Mr. Carey, Mr.
Caywood, and Mr. Finneran.

An 87-year-old female constituent was a caretaker for her sister.
Ms. Mary Cutty dutifully paid her bills without always auditing
the statements, as she was involved with her sister, and was trust-
ing of the system. Her sister was recently transferred to a care fa-
cility, as the task got to be too much for Ms. Cutty.

During the time that her sister was with her, there were two in-
comes in the home, and although bills increased, timely payments
were made. Once the sister’s income was given to the care facility,
Ms. Cutty was very meticulous with her bills, because she had
more time and less money.

She was shocked to discover that her interest rate had increased
to over 30 percent. She called my office as a last resort. And in dis-
tress, she tearfully explained her situation and said that she sim-
ply would never be able to pay off the debt at that percent rate.
Now, she was in complete despair. She said that she is considering
bringing her sister back home, because they may not be able to af-
ford to live apart.

Do we have to make money off the backs of Americans in their
golden years with these cloaked methods of raising rates? If the in-
tent is not predatory, surely the result is. How do we assist the Ms.
Cuttys of this country? Can anyone try to tackle that?
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Mr. CAREY. Congressman, what you describe is, I think, a ter-
rible situation. That is not—it is awful. I agree with you. I think
that it is not the right thing to do for individuals.

And if it is our customer, we would—we want to talk to this cus-
tomer, we want to engage with this customer, we want to help this
customer. Generally, we find if we can talk to customers who are
actually in true financial distress, we can work those things out.
And we want to encourage people to engage with us.

We are not interested in throwing people over the edge, throwing
them out of the life boat. That is not what we do, that is not a
practice that we want to do. People do find, through life cir-
cumstances, that terrible things happen to them. And when that
happens, at least the company that I work for steps up and says,
“We have to make it right.”

Mr. CLAY. Mr. Carey, I am encouraged to hear that. Let me give
you one other example.

Consumers are often shocked by the impact of penalty payments
and fluctuating interest rates. A true example was given to me by
a student in my district, and the student happens to be here today,
interning for me.

This student purchased three cups of coffee that sent her beyond
her credit limit each time. Because the penalty charges are $35 for
each transaction, the student ended up $120 in debt for the three
$5 charges at Starbuck’s, plus the overage penalty payment.

Would it not make more sense to lower penalty payments?
Wouldn’t it be a simple procedure for the credit card company to
just decline the sale? How do we get away from this culture of
force-feeding cards to students, knowing full well their limited in-
comes and the likelihood of overcharging—since it was a Bank of
America charge, Mr. Caywood, can you address it?

Mr. CAYwooD. I would be happy to address it. First, I can tell
you that in any given month, you can’t get more than one overlimit
fee from Bank of America. So, the three cups of coffee, for that to
occur, would have to be in three different months, which is pos-
sible. But we do cap the number of consecutive over-limit fees for
any customer at three.

So, we are very careful to make sure that we have that policy
in place, and that we don’t have repeated over-limit charges just
continuing to occur on a customer that is stuck over their credit
limit.

Mr. CrAY. Thank you for that response. And Mr. Finneran, Mr.
Mierzwinski talked about due dates. Can consumers ask and re-
ceive a change in due date?

Mr. FINNERAN. Yes, sir. They can.

Mr. CrAY. And what is the procedure, just to call?

Mr. FINNERAN. Yes, the procedure is to call us, and we can adjust
the due date and change their billing cycle to fit their particular
circumstances.

I would also note that with respect to due dates, we actually
have, at Capital One, one of the longest cycle periods in the indus-
try, the effect of which is to give people more time to pay their bill
after they receive it, and still be on time.
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Mr. CrAY. Okay. How do you feel about accepting the postmark
date as the time of payment, in order for the customer to avoid the
late payment?

Mr. FINNERAN. I think it has a lot of operational complexities
with it. We do provide to our customers multiple ways to pay their
bill. In addition to getting the bill out on time, we certainly encour-
age them to pay on time and we seek to help them out as much
as we can, as circumstances warrant.

Mr. Cray. Well, Mr. Finneran, you know that most billing oper-
ations do accept the postmark date of the U.S. mail that is sent to
those offices. Why would credit card companies have such dif-
ficulty?

Mr. FINNERAN. Well, with all due respect, sir, I am not sure that
is right. I believe most people expect to receive a payment by the
time of the due date, and that business practice is with more than
just credit cards.

Mr. CrAY. It is the custom of most billing—

Chairwoman MALONEY. The Chair extends 60 seconds.

Mr. CLAY.—of most billing departments to accept the postmark
date. And I mean, I think that is only reasonable. If someone in-
tends to get the payment there on time, I don’t see why the com-
pany cannot honor that intent.

Chairwoman MALONEY. And the gentleman’s time is expired. Mr.
Davis of Kentucky?

Mr. Davis oF KENTUCKY. Thank you, Madam Chairwoman.
That—

Mr. BAcHUS. Madam Chairwoman, could I—I have to leave for
a few minutes, but could I ask unanimous consent that after he
gets through, Mr. Price could go, so—

Chairwoman MALONEY. Sure, absolutely.

Mr. BAcHUS. Thank you.

Mr. Davis oF KENTUCKY. I think that Congressman Clay brings
up an interesting area of interest—mno pun intended. But the—
when looking at hardship situations that can occur, you can get
into a cycle with the numbers and make it, you know, very prob-
lematic.

And one of the questions in my mind, as coming to this com-
mittee as a business owner, you can hit a point on attempting to
collect a debt that the cost of the collection actually will vastly out-
weigh the principal at the end of the day, and there comes a busi-
ness cost that is somewhat problematic for someone who is already
in a financial hardship situation, especially if you have a senior cit-
izen who perhaps gets into a situation where they may be confused
later in life, dealing with illness, or other things that might occur.

And I was wondering if you might comment for a moment on
how you deal with hardship situations. Maybe start with Mr.
Carey.

Mr. CAREY. Well, sir, actually, I think it is a terrific program. In
many ways, when customers come to us, and they say they are
having difficulty paying their bills on time, we have a number of
programs where we will work with the customer on an individual
basis, either in a temporary program—say, for example, there is a
loss of job, a temporary loss of job, or a temporary illness.
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I mean, we will go to the point of, in essence, extending interest-
free lending, suspending minimum payments, or lowering min-
imum payments, in many ways, to try and accommodate the cus-
tomer’s individual need.

Sometimes an individual is in way over their head, and there
isn’t an ability to dig out. We will work with those customers to
try and find an arrangement that makes the most sense.

So, I think your point is exactly right, that at some point it
doesn’t make a lot of sense to do it. It’s also probably not the right
thing to do, anyway.

Mr. Davis oF KENTUCKY. In context—and perhaps Mr. Finneran
can follow on the same line—if you get into a situation—for exam-
ple, I will go back to the senior citizen situation, where just a fam-
ily member—I ended up walking through this process with them,
and watching this occur, firsthand—they come to you. You recog-
nize the situation.

At what point do you make the decision, you know, both from a
business and a moral decision, to actually write that down, write
that credit off, absorb the loss, based on, you know, how you have
already managed risk and you have assessed risk?

Mr. FINNERAN. Sir, maybe I will go first. I think our program is
similar to the one that Mr. Carey described. I think we try to work
with each individual customer, based on their individual facts and
circumstances.

I think the key here is that we do try to encourage people to let
us know when they are having difficulties, so that we can engage
in that dialogue and see if we can come up with a solution that
works for both parties.

Mr. DAviS OF KENTUCKY. At what point do you move from—what
triggers, causes you to move from an increasing interest rate to,
let’s say, more of an act of grace towards that customer?

Mr. FINNERAN. I'm sorry, sir, I'm not sure I follow the question.

Mr. Davis oF KENTUCKY. Well, you know, having watched some
of these situations occur, where debt will mount up, or payments
are missed, and obviously something is wrong at some point, at
what point does the company, in the dialogue with the customer,
when a collection action is in process, make the point to go to an-
other track, recognizing that collection is not going to be an effec-
tive activity?

Mr. FINNERAN. It could be at multiple points in the dialogue with
the individual customer, sir. It just depends upon the facts and cir-
cumstances of each individual case.

Mr. DAvis oF KENTUCKY. Yes, I have to just say for the record,
I was actually pleasantly surprised in a situation that we saw at
a distance with a senior citizen who—I am not going to name the
company at the time—but that actually, I think, did something
very humanitarian, in terms of helping an elderly person manage
their way out of a problem that was very significant, actually dis-
couraged payment because of fixed income implications, and things
like that, that, you know, it’s part of the story that doesn’t get told.

Although, at the same time, I think we are dealing with interest
rates that can be prohibitive in certain cases for individuals. But
that leads me into another question.
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There is always kind of a yin and yang balance that we run into
here in dealing with the availability of credit as we push that floor
downward, and how you effectively measure risk, and regulation.
And, certainly, we want to have a very strong advocate for pro-
tecting consumers, particularly things, legislation I have personally
worked on since I have been in Congress for our military personnel,
to protect them from predatory lending practices and other sorts of
schemes.

But to Mr. Mierzwinski, and Ms. Keest, one question that I have
is, you know, can we go too far, in a regulatory environment, to cre-
ate a situation that causes credit to be pulled back from those who
may, in fact, be in that need, at the same time providing an ade-
quate balance for consumer protection?

Mr. MIERZWINSKI. Mr. Davis, if I could answer your previous
question to the bank witnesses first, I would just point out to the
committee that while the programs of these banks may be good
programs for dealing with mitigating the risk of payments that
people in hardship can face, I would also point out that the regu-
lators have issued guidance requiring all banks to have programs
like that, and it may be useful for the committee to ask further
questions of the regulators, as to how did they enforce, and how do
they know about how, significantly, all the banks are providing
those hardship-based functions.

Because that is one of the real problems out there, when a con-
sumer calls a bank, does the bank just say, “You better pay, or
else,” or does the bank say, “We would like to work it out,” and
they are supposed to have special work-out programs.

On your other question, obviously, it’s always the issue. I person-
ally don’t think the Congress can go too far. I think you need to
go further than where the Fed went.

And I would encourage you that banning unfair practices is not
going to eliminate the availability of credit. I think banks want
new customers, banks are trying to find new customers, and they
are trying to make credit available. And banning unfair and gro-
tesque practices, you can still make a lot of money in this business.
The problem is, they are making money with unfair practices on
top of the good money that they deserve to make.

Mr. DaAvis oF KENTUCKY. And you mentioned, you know, gro-
tesquely unfair practices. What do you think is the most egregious
one that you point to? And, again, I come back to the—

Chairwoman MALONEY. The Chair grants an additional 60 sec-
onds.

Mr. Davis oF KENTUCKY. Thank you.

Mr. MIERZWINSKI. Well, first, universal default, retroactive bal-
ance, being charged two penalty interest rates, changing the rules
without notice, and the practice that Mr. Bachus talked a great
deal about, which is to have your payment applied to the lowest
portion interest of your entire bill.

I could go on and on, but it is all outlined in detail in my testi-
mony.

Chairwoman MALONEY. The time is expired. Mr. Cleaver, for 5
minutes.

Mr. CLEAVER. Thank you, Madam Chairwoman. I have just a
couple of questions. Would all of you support a measure that would
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bar the issuance of credit cards to people under 18, unless they
have a signature of a parent or guardian who would assume re-
sponsibility for the charges, or prove that they have means to repay
the debt?

Would all of you support—well, maybe who would not support
that? Who thinks that is a bad idea?

S Mr. FINNERAN. I believe that is already the law in almost every
tate.

Mr. CLEAVER. It can’t be.

Mr. FINNERAN. For people under 18.

Mr. CAYwWooOD. It is certainly already our practice at Bank—

Mr. FINNERAN. It is certainly the practice of Capital One, and it
is certainly the law in the State of Virginia, where we issue from.

Mr. CAREY. It is our practice, at Citi, as well.

Mr. CLEAVER. So, then, what we need to do is move it up to col-
lege-age students who are unemployed?

Ms. KEEST. I think most people think that loans should be made
where there is ability to repay them, which means underwriting
your loans.

Mr. CLEAVER. I am sorry?

Ms. KEEST. I said I think most people think that a loan should
be made where there is ability to repay them, which means that
they should be underwriting the loans.

Mr. CLEAVER. Yes. I call your attention to the article that I
showed earlier today that was in the Washington Post today, with
a young woman who—although she is 28 years old now, she was
in college, and left college with a $5,000 credit card debt.

And my son, who is in college in California, he is over 18, but
that is about the amount of money he has, $.18. And he comes
home with a credit card, you know, from school. And I don’t believe
in violence. He had only put $60 on it, on the credit card, but I
could not imagine who would send Evan Cleaver a credit card.

I mean, he is my son, -——you know, I feel uneasy putting money
in his account while he is in college. And so the problem is when
students are still in college, maybe they are 20, maybe they are
over 18, but there is still a problem. Don’t you agree?

[No response]

Mr. CLEAVER. Do any of you agree? Do any of you have children
in college?

Mr. CAREY. I have a child in college, and actually, my son is
here. And he does have a credit card, which he applied for, because
he has some income, and he is able to manage his credit wisely.

I was not able to get a credit card when I was his age, and so
therefore, I couldn’t have access to the services that he is able to
have access to.

Mr. CLEAVER. I was in the same situation, but you just hit it on
the head. The issue is he has a job. He is able to pay his credit
card debt. But there are students who receive the credit card while
they are in college who are not employed. And I mean, it is in to-
day’s newspaper.

Mr. MIErRZWINSKI. Mr. Cleaver, you are raising a very fair point,
and we have looked at this, and a number of bills, I believe, that
have been considered say that a young person should be treated as
anyone else. You either have to have a credit report that has a
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good score, or you have to have a job, or you have to have a co-
signer. Or, in some of the bills that have been proposed, you at
lAeaSt have to have taken some sort of financial management course.

n [—

Mr. CLEAVER. That is in the bill I have introduced.

Mr. MIERZWINSKI. Right. So the issue is right now they are just
giving them away like candy, without any of that, because they are
relying on the fact that they can make a debt collector call to the
consumer and suggest you are going to have 7 years’ bad luck.
Maybe your parents ought to pay, even though they are not co-
signers.

Mr. CLEAVER. I paid the $60. I mean, nobody else was going to
pay it, he was going to go to jail. I do not believe in, you know,
in violence, but I was going to shoot him in the leg if it had been
higher.

But the point I am making, which nobody wants to agree with,
when you are sending credit cards to students in college, you know,
there ought to be some evaluation of their capacity to pay. And you
are going to say that there is, and I am telling you that all you
have to do is go and talk to college students. They are getting cred-
it cards, and they are being solicited.

Chairwoman MALONEY. The Chair grants an additional 60 sec-
onds for an answer, and then calls upon Mr. Price.

Ms. LANDIS. I am not a credit card issuer, but if I could make
one statement that is a concern from small business, I appreciate
the fact that you ought to be able to repay it to get the credit card.

What concerns me is if a regulation or a law were passed that
said I had to prove income. What would I, as the owner of the com-
pany, be required to send in to prove income, that I could get the
credit card to finance my business?

So, that has been the concern, as I am listening to much of this
testimony. Keep in mind that there are two groups of folks who use
credit cards. There are individuals who use them for their personal
purposes, and would pay that with their salary, and then there are
businesses who use it to finance capital expansion of their busi-
ness, and they are repaying that from the funds of their business.

Mr. CLEAVER. Okay, I have a response, but I will wait. Thank
you.

Chairwoman MALONEY. Thank you. Mr. Price?

Mr. PrICE. Thank you, Madam Chairwoman. I appreciate that.
And just let the record show that I agreed that Mr. Cleaver ought
to go before me on the previous questioning.

I want to thank the panelists for being here. Somebody—I was
trying to remember who said it. Somebody once said that Congress
does two things well: nothing; and over-react. We have done a lot
of nothing for a long time regarding this issue. My concern and my
fear is that we may be about to over-react.

I am struck by the importance of financial literacy. Many of us
have supported the need for financial literacy, and for a general
education of our young people about the—what it means to take on
credit, and take on debt.

And I am also struck by the lack of mention of any personal re-
sponsibility in this discussion. It strikes me as curious that—and
I don’t mean to cast aspersions on the individual in the Wash-



75

ington Post article, I haven’t seen that, but it strikes me that she
ought to have, at some point, recognized that $5,000, or getting to
that point, was more than she was going to be able to repay.

And I know that is heartless and cold, but I have experienced
that myself, years ago, longer than I care to admit. I was an under-
graduate and received a credit card, and charged too much, and
learned a wonderful lesson. And that was that when you charge
something, it comes due. And so, I suspect that I am a more wise
consumer and individual, as it relates to gaining credit now, be-
cause of that experience.

I have a couple of questions. Ms. Keest, the 2006 GAO report—
and just, in general—I think it talked about the percent of debt as
a percent of income in our Nation, as it relates to history, and it
is approximately, as I recall, the same as in the 1980’s, I think, as
in terms of overall household debt.

And I wonder if you would comment on that, as it relates to the
degree of problem that we have. Or, am I inferring an incorrect
conclusion?

Ms. KEEST. I don’t recall that specific statistic. I don’t think that
is correct. It is my understanding that we are at—in terms of debt
compared to disposable income—at historic highs, and that revolv-
ing credit, the growth of revolving credit, has added a lot to that.

Mr. PRICE. So—and “revolving,” you mean credit card debt?

Ms. KEEST. Yes.

Mr. PRICE. So, credit card debt you believe to be a significant in-
crease in percentage of overall debt that we have right now, is that
correct?

Ms. KEEST. I believe so.

Mr. PricE. Okay.

Ms. KEEST. I would have to go back and check. But I think in
some of the other hearings that Congress has held this year, there
have been some charts on that.

Mr. PrICE. Okay. I have to go back and look at that report. I ap-
preciate that.

Does anybody use universal default? Anybody here use universal
default? I didn’t think so.

I want to talk a little bit about interchange fees. There is grow-
ing attention being brought to the use of interchange fees. And I
am interested in anybody on the panel’s comments regarding—my
understanding is that there is no true regulation of interchange
fees right now. I think Mr. Greenspan spoke last year, or the year
before, about the Fed taking a look at that, or gaining more inter-
est in that. I wonder if anybody might comment about the role of
governmental regulation as it relates to interchange fees, support
for that, and potential consequences.

I must have missed some testimony. Mr. Huizinga?

Mr. HUIZINGA. I could briefly answer that. An interchange is
compensation that is paid by one bank to another bank in the bank
card system.

Mr. PrICE. Right.

Mr. HUIZINGA. It is paid by the bank that provides the merchant
services to the bank that issues the card.

Merchants, in turn, will pay a merchant discount to their mer-
chant bank, which many times will include—or typically does in-
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clude—the interchange. Currently, the merchant discount is paid
by the merchant, in exchange for the merchant receiving services
or benefits—

Mr. PRICE. Do we need regulation?

Mr. HU1ZINGA. I don’t believe so.

. Mg‘ PRICE. Anybody think we need regulation of interchange
ees?

Mr. MIERZWINSKI. Mr. Price, the consumer groups have testified
on this matter in other committees, and we are very, very con-
cerned about the fact that everybody pays more at the pump, in-
cluding people who pay with cash, because the interchange issue
is a problem.

Now, it may be resolved through the litigation that is occurring
in the private anti-trust matters, but we are still looking at it very
closely.

Mr. PriCE. Ms. Landis, do you have any comment about inter-
change fees, and how they relate to small business?

Ms. LANDIS. Interchange fees are a big cost for small business,
there is no question about it. And it comes back to many of the
things we have talked about here today.

Business understands a contract, as several of you have said. If
we enter a contract, we know clearly what we are getting into, and
what our costs are. We can deal with it. It is the changes, the un-
predictability that small business can’t absorb fast enough in its
pricing.

Mr. PRICE. Thank you very much. My time is expired. I appre-
ciate your testimony.

Chairwoman MALONEY. Mr. Perlmutter.

Mr. PERLMUTTER. Thank you, Madam Chairwoman. And mine is
more of a statement, I guess, than questions, because I missed so
much of the panel’s testimony. We were working on a stem cell bill
which we believe affects about 110 million or 115 million people,
potentially has promise for that many people.

Based on what I heard initially, credit cards probably touch 200
million people. And I was in our State senate, I have been here—
I probably voted 10,000 times or more, and on Iraq, on immigra-
tion, on everything. And I will tell you the one type of vote that
affects most people directly is on credit cards.

And you know, my background is as a lawyer, representing
banks and credit unions and financial services companies. There is
a populist movement out there, concerned not so much about, you
know, the boxes and, you know, the exact language of the disclo-
sure, but by the rates and the fees themselves.

And I think, you know, what we see from the poorest, who take
advantage of credit cards, because it provides a great service, to the
wealthiest—and it was Mr. Bachus who really struck the chord
right out of the box, he had a businessman who kept getting dif-
ferent charges, he couldn’t understand them, and finally he just
paid it off.

And then, we had the Governor from the Federal Reserve Bank
talk about risk-based lending. Well, I'm not really sure what that
means. I think this is profit-center-based lending.

My concern is I have people in my district, business men and
women, who want to establish usury limits, outlaw fees, outlaw,
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you know, a whole variety of things. That is against my sort of but-
ton-down nature. But that feeling out there is growing, and we get
complaints day after day after day about credit cards.

So, you know, I am just looking at the fees outlined in the pro-
posed Reg Z boxes, you know. You think that you closed your ac-
count, then you get stuck with a $60 closed account fee, or a main-
tenance fee. You don’t pay that, then you get a late charge on it.
And pretty soon, either you have to deal with all the people on the
pho}rlle to get them to eliminate that, or you pay it, just to be done
with it.

So, you know, my question is, I am looking at the—to anybody
on the panel, in the fee box, if you have it in front of you, the appli-
cations and solicitations, sample credit card boxes, are all those—
do any of you have—and I guess I am asking the credit card folks—
do you have any fees that aren’t listed in that box? Like a tele-
phone fee, if you pay your account over the phone, do you get
charged for that?

Mr. CAREY. We have a number of fees that are not.

Mr. PERLMUTTER. Listed?

Mr. CAREY. No, no. They are here that we don’t have.

Mr. PERLMUTTER. Okay. But those that you do are listed?

Mr. CAREY. As best as I can tell right here.

Mr. PERLMUTTER. You know, really, my concern again just goes
to what people believe. Again, I think Mr. Ellison said it early on,
you know. People in the middle are getting squeezed. And there is
a belief that, you know, that you get nicked here, and you get
nicked there, and you get nicked here, and you get nicked there.
And there is a point where folks revolt and rebel.

And, you know, obviously, people have a choice to use credit
cards or not, but people are in a desperate mode, and desperate
people do desperate things. They will use the credit cards.

And if we go to risk-based lending and bankruptcy, the bank-
ruptcy code was changed to favor—to assist lenders and credit card
issuers. I don’t know, and maybe you all could tell me, was there
any reduction in interest rates or fees, because there was the elimi-
nation of a bankruptcy risk, or the reduction of a bankruptcy risk?
Do we see that in sort of this risk-based lending? Anybody?

[No response]

Mr. PERLMUTTER. Okay. I mean, my stuff is rhetorical. I guess
I am just saying Senator Dodd suggested that everybody take a
good look at their practices, take a good look at—I am saying you
take a good look at the spread, you know, over the discount rate,
and what you’re earning on these things, and you know, help us
out voluntarily, if you can, because Dr. Price is right.

You know, there hasn’t been real oversight of this area for a long
time, and I don’t want us to over-react. I don’t want us to take a
blunderbuss, and start passing usury laws, and things like that,
that really do tighten the credit, hurt people we don’t intend to
hurt, but to try to act because we have so many people who are
feeling squeezed by these different things.

And Madam Chairwoman, that is all I wanted to say. Thank you.

Chairwoman MALONEY. Thank you for your question, and I
thank all the panelists. We have been called to a vote, and the
Chair notes that some members may have additional questions for
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the panel, which they may wish to submit in writing. Without ob-
jection, the hearing record will remain open for 30 days for mem-
bers ‘cclo submit those questions, and to enter the responses into the
record.

I thank you very much for coming. The meeting is adjourned.
Thank you.

[Whereupon, at 3:09 p.m., the hearing was adjourned.]
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Ginny Brown-Waite

Representing Citrus, Hernando, Lake, Levy,

Marion, Pasco, Polk, and Sumter Counties

Subcommittee on Financial Institutions
Hearing on “Improving Credit Card Consumer Protection: Recent

Industry and Regulatory Initiatives”
June 7, 2007
Statement for the Record

Thank you Madam Chairwoman for holding this hearing, and thank you to the witnesses
who are testifying before us today.

Let me say this at the outset: credit cards, and those issuing them, are not the demons
many make them out to be. For many Americans, revolving credit will be their first
experience in establishing a financial track that will last them throughout their lives. For
others, including myself, credit cards offer convenience and rewards that Americans
relish. Regardless of their purpose, credit cards are a permanent part of American
purchasing society.

In any market, bad players exist — unscrupulous vultures that prey on the needy and
uninformed. Because of this, some of those testifying today want Congress to make
every decision possible for consumers. However, I believe in the intelligence of the
American public. If consumers are anmed with the information needed, they alone will
make the decisions that benefit them the most.

Consumers — whether they are college students opening their first credit card or a new
family taking advantage of an awards program — should be fully aware of the fees,
penalties, and advertising practices credit card providers engage. Furthermore, the
disclosures of that information should be in plain English, prominently displayed, and
easy to understand to the every day consumer, because let’s be honest, very few of read
“the fine print.” Consequentially, T am optimistic that the efforts the Federal Reserve is
taking to rework Regulation Z will be the next step in providing this consumer
ammunition. The market and consumer needs have changed over the past 40 years, and
the proposed improvements are a step in that direction.

There is no question more improvements could be made, and I remain concemned over the
practice of universal default, raising rates on previous balances, and charging interest on
abalance already paid. Regardless of whether Congress prohibits these practices, their
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consequences should also be spelled out in large font, plain English before consumers ar¢
assessed penalties and fees.

I look forward to hearing from our witnesses today any additional steps Congress can
take to further protect consumers so they can enjoy the benefits of revolving credit.

Thank you again Madam Chairwoman for holding this hearing today.
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Financial Services Subcommittee on Financial Institutions Hearing “Improving Credit
Card Consumer Credit: Recent Industry and Regulatory Initiatives”
June 7, 2007

Thank you Chairwoman Maloney and Ranking Member Gillmor for holding this
important hearing today. Iwould like to state that I believe credit cards serve an
important role for consumers. For many individuals, it may be the first chance they have
to build credit. Increasingly, however, consumers are relying on credit cards for more
essential expenses such as medicines and mortgage payments. This reliance has resulted
in a nation with household debt far exceeding disposable income and revolving debt of
over $800 billion.

The Federal Reserve has taken a critical step in amending Regulation Z to enhance
consumer understanding of credit card agreements and disclosures. I am very pleased
with many of the changes such as the increase in the days required for notification for a
rate change and the prohibition in advertising a fixed rate when the issuer reserves the
right to change the interest at their discretion.

While I am pleased with many of the changes, I have some concerns as well. Tam
apprehensive about the new, limited list of fees required to be disclosed. It seems to me
that it would be simple for issuers to simply come up with new and creative fees that
would not have to be disclosed. While the list is intended to make fee disclosure more
understandable, I am concerned that this may lead to a new avenue for issuer abuse.

I also believe much more needs to be done to address the predatory and abusive credit
card practices that are so prevalent today; especially in light of how heavily consumers
have come to rely on credit card financing. Enhanced regulation is needed to reign in
practices such as double-cycle billing and universal default which are so clearly taking
advantage of consumers. This problem is especially relevant in the subprime market
where consumers accumulate incredible debt due to annual fees, activation fees and
monthly maintenance fees. These customers are approved for high credit limits and
allowed very low minimum payments for the purposes of setting them up for incredible
fees.

I'look forward to future discourse on these issues and I look forward to your testimony on
these important changes by the Board.
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Opening Statement
Congressman Paul E. Gillmor (R-OH)
June 7, 2007

Hearing Entitled: Improving Credit Card Consumer Protection: Recent Industry and
Regulatory Initiatives

T'd like to thank the Chair for calling this hearing today. Americans today
have access to some of the best financial services in the world. A critical part
of these services is the credit card.

The credit card industry has expanded rapidly over the past decade with
close to 700 million cards in use today and if my mail-man had his way, I'd
have a few thousand more. The popularity of the credit card as a payment
option has allowed for an evolution of credit card policies and fees. There are
literally thousands of products offered by credit card issuers all with different
fees, rates and features. With market competition and innovation, credit
card issuers seem to be willing to adjust their products when consumers
dictate that a change in necessary.

Recently, several of the largest credit card companies voluntarily modified
some of their risk-based pricing policies such as double-cycle billing. I would
expect this trend to continue as a consumer with a bad deal can now shop
around with ease.

Due to the nature of credit cards, fees are a major component of how an
issuer is able to recoup the dangers of extended credit with no collateral. It is
fair for banks to constantly evaluate how best to charge for the risks
associated with particular segments of borrowers. What is unacceptable is
for the issuers to hide fees, policies or practices from their customers.

Disclosure is a major part of the answer and that is why earlier this year
Ranking Member Bachus and I sent a letter to Fed Chairman Bernanke
requesting a prompt review of Regulation Z.

I am pleased with the work of the Federal Reserve in putting out this
proposal. By completely overhauling the notices presented to prospective and
active credit card customers, consumers should be in a much better position
to evaluate their terms and to shop around. In particular, I was pleased to
see the Federal Reserve attempt to simplify the disclosure of fees and
interest. By presenting the consumer with a box detailing their interest rate
charges and fees for the year, the periodic statement will become a wake-up
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call for some Americans who have experienced the problems of wreck less
spending.

From this multi-year exercise and extensive consumer testing, the Fed
hopefully has a clear picture of what the average credit card customer
understands about their account and what they do not.

I look forward to closely examining the comments offered by the witnesses
today and to further revisions to this proposal. I thank the Chair and yield
back the balance of my time.

HH
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Chair Maloney, Ranking Member Gillmor and members of the Subcommittee, I
appreciate the opportunity to testify on behalf of the Federal Deposit Insurance
Corporation (FDIC) regarding consumer and regulatory issues related to credit card .

practices.

The credit card has been a landmark innovation in éonsumef finance, allowing
consumers unprecedented flexibility to access credit. This ﬂe*ibi]ity, in turn, has fueled
eéonomic growth by making it more convenient for consumers to purchase goods and
services. Yet, like all credit, credit cards can create economic hardship if not properly
managed or if consumers are confused or misled regarding the terms and conditions of

use.

My testimony will discuss recent trends in credit card lending, as well as the
FDIC’s role as insurer and supervisor of institutions engaged in this activity. T also will

discuss credit card practices that have raised concemns at the FDIC.
Credit Card Industry Trends and Statistics

Beginning in the late 19705; interest rate deregulation, combined with the
development of credit scoring models and risk-based pricing, allowed lenders to price
credit for a wider range of borrowers. In addition, consufner loan securitization
increasingly provided wholesale funding for credit card lending. These developments

helped spur rapid growth in the credit card industry through the 1980s and 1990s.
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Revolving consumer credit outstanding -- which is made up primarily of credit card debt
-~ nearly quadrupled during the 1980s, and then almost tripled in the 1990s. The growth
rate was as rapid as 27 percent a year in the mid-1980s. As of first quarter 2007,
revolving credit outstanding was approximately $888 billion (seasonally adjusted), up
7.56 percent from the first quarter of 2006." This was the fastest growth since 2001,

although relatively slow by historical standards.”

Credit card lines have been part of a trend of rising household debt in recent
decades. The ratio of total household debt to disposable pefsonal income has more than
doubled over the last 20 years, Climbing to more than 125 pcrcent.‘3 Much of the rise in
household debt is due to mortgage obligations, but credit card debt grew from 2.7 percent
of annual personal disposable income in 1980 to 9.2 percent in 2006.* Revolving credit,
including credit cards, became an increasingly important component of consumer credit
. during this time. Revolving credit as a share of total consumer credit’ outstanding grew

from 16 percent in 1980 to 37 percent in 2006.°

! Revolving consumer credit outstanding includes revolving consumer credit held by finance companies,
credit unions and non-finance companies in addition to insured commercial banks and savings institutions
and a pool of securitized assets. Combined, finance companies, credit unions and non-finance companies
held approximately $107 billion of revolving consumer credit in the first quarter of 2007 on a non-
seasonally adjusted basis. Federal Reserve Statistical Release G.19 Consumer Credit.

2 The average year over year rate of growth of revolving consumer credit outstanding between 1980 and
2006 was 11.1 percent. The average year over year rate of growth was 14.9 percent between 1980 and
1989, 11.3 percent between 1990 and 1999, and 5.4 percent between 2000 and 2006. See Federal Reserve
Statistical Release G.19 Consumer Credit.

® Household debt comprises (1) loans secured by real estate, such as mortgage loans, home equity loans,
and home equity lines of credit, and (2) consumer debt, either revolving or nonrevolving, incurred to
purchase a good or service, including automobiles, mobile homes, trailers, durable goods, vacations, and
other purposes. - FDIC calculation based on Federal Reserve (Flow of Funds and G.19) and Bureau of
Economic Analysis data.

* FDIC calculations based on Federal Reserve Statistical Release G.19 Consumer Credit and Federal
Reserve Flow of Funds data. .

’ Consumer credit includes most short- and intermediate-term credit extended to individuals. Consumer
credit is the sum of revolving credit (credit card credit and balances outstanding on unsecured revolving
lines of credit) and norrevolving credit (such as secured and unsecured credit for automobiles, mobile
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At the same time, revolving credit has not grown substantially as a share of total
household debt. Consumer credit reports show that credit card balances represented only
11 percent of total reported household debt in the fourth quarter of 2006. This figure has

been relatively steady since the early 1990s.”

Meanwhile, mortgage debt grew' from 66 percent of total household debt at the
beg{nning of 1992 to 75 percent by the end of 2006.% The Tax Reform Act of 1986
stimulated demand for mortgage debt by retaining the deduction for home mortgage
interest while eliminating the deduction for nonmortgage consumer debt, such as car
loans and educational loans. The tax-deductible status of debt secured by homes made
mortgage debt a more attractive after-tax financing option than nondeductible consumer
debt.” In recent years, many consumers may have been using hoﬁle equity loans or cash-
out mortgage refinancing to pay credit card balances. A 2002 Federal Reserve survey
found that approximately 26 percent of mortgage refinance funds were used to pay off
other debt.’’ The switch from consumer debt to mortgage’debt in recent years was
evident in that growth in home equity lines of credit outstripped growth in credit card

debt, even though the average interest rate for credit cards declined.

homes, trailers, durable goods, vacations, and other purposes). Consumer credit excludes loans secured by
real estate (such as mortgage loans, home equity loans, and home equity lines of credit).

$ FDIC calculations based on Federal Reserve Statistical Release G.19 Consumer Credit.

7 TransUnion LLC., TrenData database. All data received were depersonalized and aggregated from
consumer credit reports.

 Ibid. :

® “Breaking New Ground in U.S. Mortgage Lending”, “FDIC Outlook, Summer 2006.

' Glenn Canner, Karen Dynan, and Wayne Passmore, “Mortgage Refinancing in 2001 and Early 2002,”
Federal Reserve Bulletin, December 2002,
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The expansion of credit card lending has touched households across the credit
spectrum. Today, more households are using credit cards than ever before. Data from
the Federal Reserve’s Survey of Consumer Finances show that 75 percent of households
have some type of credit card. The share of households with credit card balances has also
risen, climbing from 40 percent in 1989 to 46 percent in 2004, while the median level of
indebtedness for households with creditbcard debt grew from $1,300 to $2,200 (in 2004

dollars).

Growth in credit card ownership and usage has been especially significant among
lower income households and young peopte. Nearly 30 percent of households in the
lowest income quintile'! held credit card debt in 2004, up from 15 percent in 1989.
Almost one-third of households in the lowest income quintile report that they hardly ever
pay their entire balance in full, and 16 percent admit having had a debt payment 60 days

or more past due.'?

Data show that young adults today are more indebted than previous generations
were at the same ages and appear less likely to make timely debt payments than other age
groups. The average credit card debt held by young aduits ages 18 to 24 and 25 to 34

grew by 22 percent and 47 percent, respectively, between 1989 and 2004‘15 In 2004,

' The income level at this bottom twenty percent of household income bracket was $18,900 at the time of
the survey. Federal Reserve 2004 Survey of Consumer Finance.

12 Federal Reserve 2004 Survey of Consumer Finances. -

 Demos, “Generation Debt: Student Loans, Credit Cards, and Their Consequences,” Winter 2007.

4
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more than three quarters of undergraduate students started the school year with a credit

card, and only 21 percent of college students pay off their entire balance each month.™
Banks and Credit Card Lending

The role of commercial banks in credit card lending has become much more
significant over the last three decades. In 1970, although 51 percent of households had a
credit card of some type, only 16 percent of households had a bank-issued credit card.”
quay, 95 percent of households that have sdme type of credit card hold at least one
issued by a bank.!® As of the first quarter of 2007, FDIC-insured institutions held on
their balance sheets $346 billion in credit card loans outstanding, which represented

about 5 percent of the banking industry’s total loans.”

An additional $368 billion in credit card receivables were securitized by FDIC-
insured commercial banks and state-chartered savings banks.'® Over the last 10 years,

financial institutions that issue credit cards have securitized approximately half of credit

* Nellie Mae, “Undergraduate Students and Credit Cards in 2004: An Analysis of Usage Rates and
Trends,” May 2005. .

¥ Board of Governors of the Federal Reserve System, “Report to the Congress on Practices of the
Consumer Credit Industry in Soliciting and Extending Credit and their Effects on Consumer Debt and
Insolvency,” June 2006.

' Bucks, Brian K., Kennickell, Arthur B., and Moore, Kevin B., “Recent Changes in US Family Finances:
Evidence from the 2001 and 2004 Survey of Consumer Finances,” Federal Reserve Bulletin, 2006,

"7 Bank Reports of Condition and Income and Thrift Financial Reports. To avoid double counting, the total
excludes approximately $8.6 billion in balances held by banks that are subsidiaries of other reporting
institutions.

'® Total amount of credit card receivables securitized by all FDIC-insured institutions is likely to be greater
than this figure, FDIC-insured thrifts that file Thrift Financial Reports do not regularly report the amount
of loans that are securitized. As of the first quarter of 2007, there were 135 insured thrifts that had credit
card loans on their balance sheets totaling $42.4 billion.
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card receivables. In the first quarter of 2007, about half of all revolving consumer credit

outstanding was held by pools of securitized assets.'

From the perspective of many financial institutions, credit card lending has been
an important and generally profitable line of business. While charge-offs have been
consistently higher among the 27 institutions the FDIC has identified as credit card
lending specialists® than for other types of specialty banks or for the banking industry
overall, profits have also been higher. Credit card lenders had a return on assets 0f3.70
percent in the first quarter of 2007, while the banking industry overall had a return on
assets of 1.21 percent. In the first quarter of 2007, the ratio of noninterest income (which
includes fee income) to average assets was 9.61 percent for credit card specialists, versus

2.09 percent for all insured banks and thrifts.

Applicable Laws and Regulations

Two key federal statutes that govern lender credit card practices and protect
consumers in the use of credit cards are the Truth in Lending Act (TILA)? ! and the

Federal Trade Commission Acf (FTC Act).2

"? Pederal Reserve Statistical Release G.19 Consumer Credit. Data not seasonally adjusted.

2 Institutions that exhibit both of the following characteristics are considered to be a specialized credit card
lender: (1) credit card loans plus securitized and sold credit cards divided by total loans plus securitized and
sold credit cards exceed 50%, and (2) total loans plus securitized and sold credit cards divided by total
assets plus securitized and sold credit cards exceed 50%.

%1 15 USC 1601, et seq.

2 15USC 45.
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Truth in Lending Act

The primary statute and regulation affecting credit card lending are TILA, enacted
in 1968, and its implementing regulation, the Federal Reserve Board’s Regulation Z.
TILA is mainly a disclosure statute that requires creditors to provide consumers with the
cost and terms of credit so that consumers can compare credit offers and thereby choose

the credit card that best suits their needs,

‘While much of the emphasis is on disclosure, TILA and Regulation Z also
provide important consumer protections regarding prompt crediting of payments,
treatment of credit balances, and protections to cardholders -- including limits on
consumer liability for unauthorized or unlawful credit card use and the right of a
cardholder to assert claims or defenses against é credit card issuer. Provisions also
address billing resolution procedures, requiring credit card issuers to respond to certain

credit card billing errors within a specified period.

The Federal Reserve Board has exclusive authority to promulgate regulations fo
implement TILA. While they lack rulemaking authority, other Federal banking agencies
enforce compliance by their supervised institutions of TILA and Regulation Z, and use
their enforcement authority pursuant to section 8 of the Federal Deposit Insurance Act

(FDI Act) to address violations.
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On May 23, 2007, the Federal Reserve Board proposed amendments to
Regulation 7.2 The notice of proposed rulemaking on Regulation Z contains significant
advances in credit card disclosures. The proposed amendments would require ifnportant
changes to the format, timing, and content requirements in documents provided to
consumers throughout the life of a credit card account, including changes in solicitations,
applications, account opening documents, change-in-term notices, and periodic billinig
statements. These proposed amendments will assist consumers in better understanding
key terms of their credit card agreements such as fees, effective interest rates, and the
reasons penalty rates might be applied, such as for paying late. In addition, the Federal
Reserve’s proposal would increase, from 15 to 45 days, thé advance notice given before a
changed term can be imposed on consumers, to better allow consumers to obtain

alternative financing or change their account usage.
Federal Trade Commission Act

Credit card issuers are subject as well to the FTC Act prohibition against unfair
and deceptive acts and practices (UDAP). The UDAP prohibition applies to every stage
and activity of credit card lending, including product development, marketing, servicing,

collections and the termination of the customer relationship.

B See_http://www.federalreserve. gov/boamrddocs/press/bereg/2007/20070523/defauls. htm
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Under the FTC Act,”* an "unfair” practice is one that: (1) causes or is likely to
cause substantial injury to consumers; (2) cannot be reasonably avoided by consumers;
and (3) is not outweighed by countervailing benefits to consumers or to competition.
Situations that meet the statutory definition of unfair are less common than situations that

are deceptive.

A “deceptive” practice occurs when a consumet is either misled or is likely to be
misled on a material issue.’ An issue is material if it is likely to affect a consurner’s
decision regarding a product or service. Notably, omitting information may be deceptive
if disclosure of the omitted information is necessary to prevent a consumer from being
misled. In determining whether an act or practice is nﬁsleading, the FDIC considers

whether a consumer’s interpretation is reasonable in light of the claims made.

The Federal Trade Commission is primaﬁly responsible for the application and
enforcement of the FTC Act. The FTC does not, however, have rulemaking or
enforéement authority over banks, thrift institutions, or credit unions. The Federal
Reserve Board has the authority to promulgaté regulations defining unfair and deceptive
acts or practices of banks, while the Ofﬁce»of Thﬁﬂ Supervision and the National Credit
Union Administration enjoy similar rulemaking authority for thrift institutions and credit

unions, respectively. Other Federal banking agencies, including the FDIC, may use their

* See 15 USC §45(n).

5 The definition of deception has been developed through policy guidance issued first by the Federal
Trade Commission, see FTC Policy Statement on Deception, October 14, 1983, and later by the banking
agencies, see, €.g., “Abusive Practices” section of FDIC Compliance Handbook,
bttp://www. fdic. gov/regulations/compliance/handbook/html/chaptQ7 htmi#Federal.




95

enforcement authority pursuant to the FDI Act to address unfair and deceptive acts and
practices engaged in by their supervised institutions, but they have no rulemaking

authority.

The FDIC has taken a number of steps to ensure that the state chartered banks we
supervise understand how the FTC Act relates to their activities. Nearly five years ago,
the FDIC confirmed that the FTC Act prohibition against unfair or deceptive practices
applies to the activities of state chartered banks. * Together with the Federal Reserve
Board, the FDIC issued more detailed FTC Act guidance applicable to all state chartered
banks three years ago.”” This guidance explained the standards used to assess whether an
act or practice is unfair or deceptive, as well as the interplay between the FTC Act and
other consumer protection statutes. It also offered suggestions for managing risks 1"e1ated
to unfair and deceptive practices. Two years ago, the FDIC issued procedural guidance
to its examiners to ensure that they have the tools to identify whether 'uﬂ‘fairness or

deception has occurred in a credit card portfolio.”®

Credit Card Supervision

As of March 31, 2007, the top ten insured bank issuers of credit cards had
reported credit card receivables outstanding of $662 billion, or nearly 93 percent of all
institutions’ reported credit card receivables, and the top three issuers controlled just over

65 percent of the institutions” reported receivables. The FDIC is the primary federal

% See FIL-57-2002, issued on May 30, 2002. -

*7 See FIL-26-2004, “Unfair or Deceptive Practices by State Chartered Banks,” issued on March 11, 2004.
% See “Abusive Practices” section of FDIC Compliance Examination Handbook, published on the FDIC
website at: http://www.fdic.gov/regulations/compliance/handbook/manual%20389 ndf .

10
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regulator for just two organizations in the top ten: Discover Financial Services, which
has a market share of approximately 6.4 percent; and American Express Centurion Bank,

which has about 5.7 percent.”

The FDIC also supervises a number of smaller credit card issuers. As of the first
quarter of 2007, 1,091 FDIC-supervised institutions reportéd credit card loan portfolios.
As a percentage of total loans, credit card loans ranged from less than 1 percent to 100
percent of these banks’ respective loan portfolios. FDIC-supervised banks have $104
billion of reported credit card receivables, or about 15 percent of the tofal for all banks.
Of that total, $78 billion are at the FDIC-supervised institutions of Discover and
American Express. Excluding those two, FDIC-supervised institutions have $26 billion
of reported credit card receivables, or about 4 percent of the total for all banks. The total

for all FDIC-insured institutions was $713.4 billion as of March 31, 2007.
Examinations

Bank credit card practices are examined as part of both the safety and soundness
examination and the compliance examination. In September 2005, the FDIC
implemented a Relationship Manager program that emphasizes a comprehensive and
coordinated approach among compliance, safety and soundness, and specialty

examination areas in the assessment of the institution’s risk profile and capitalizes on

? Bank Reports of Condition and Income and Thrift Financial Reports. Outstanding receivables include
balances held on balance sheet plus credit card receivables securitized and sold. Totals include all
subsidiary institutions in an organization, except for subsidiaries of other reporting financial institutions
that would result in double counting. As noted previously, Thrift Financial Report filers do not regularly
report amounts of securitized credit card loans.

11
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information sharing whenever possible. Although separate Compliance/CRA
examination cycles and reports have continued, the adequacy of the bank’s compliance
management program is considered in the overall assessment of the bank’s management

team for safety and soundness as well.

This coordinated approach is especially important in supervising credit card
banks, where safety and soundness and consumer protection issues ovetlap considerably.
Practices that violate consumer protection laws or otherwise harm consumers often have
the effect of impaiﬁng the performance of credit card portfolios, thus affecting the

financial condition of these institutions.
Safety and Soundness Examinations

Under the safety and soundness examination program, the overall focus is largely
on asset quality, capital adequacy, and earnings. The analysis of operating policies and
procedures is key to the examination of credit card banks and credit card operations.
Since credit card lending is typically characterized by a high volume of accounts,
homogeneous loan pools, and small-dollar balances, the review of individual accounts is
not practical.. Instead, examination procedures tend to focus on evaluating policies,
procedures, and internal controls. The goal of the examination is not confined to
identifying current portfolio problems, but also includes an investigation of potential
probiems that may result from ineffective policies, unfavorable trends, lending

concentrations, or nonadherence to policies.

12
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In recent years, safety and soundness examiners have focused their efforts on
monitoring compliance with the Account Management and Loss Allowance Guidance for
Credit Card Lending (Account Management Guidance) issued on January 8, 2003. The
Account Management Guidance was issued by the federal banking agencies in response
to observed instances of inappropriate account management, risk management and loss
allowance practices. This guidance clarified that the agencies expect lenders to requiré
minimum payments that will amortize the current balance over a reasonable period of
time. The guidance also clarified documentation expectations for line increase programs,
c‘lariﬁed expectations fof over-limit practices, and revised the repayment period for

workout accounts.
Compliance Examinations and Complaint Resolution

The compliance examination program is based on a broad range of laws and
regulations. The goal is to assess how well a financial institution manages compliance

with federal consumer protection laws and regulations.

A review of consumer complaints is part of the pre-exam proceés for every
compliance examination. Complaints about particular practices indicate areas to target
for review, either because there may be a breakdown in compliance with specific
regulatory requirements or because there may be a broader problem with unfair or

deceptive practices.

13
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As the primary Federal regulator of state chartered non-member banks, consumers
can contact the FDIC directly with their complaints. Every complaint is tracked and
investigated with the issuing bank. How a bank handles and responds to complaints is a

key component of a well-managed compliance program.

As shown in the table below, the FDIC receives a substantial number of

complaints that relate to credit cards.

2002 2003 2004 2005 2006 Total

All complaints received 4,008 4,057 3,950 3,618 3,831 19,464
about FDIC-supervised
banks

Complaints received 2,184 2,073 1,608 1,241 1,318 8,424
about credit card issues
for FDIC-supervised
banks

Credit card complaints 54% 51% 41% 34% 34% 43%
as a percent of total

complaints received for
FDIC-supervised banks

The large percentage of credit card complaints is related, at least in part, to the sheer
volume of credit card transactions. As explained above, 75 percent of households have
some type of credit card. In fact, many consumers have multiple credit cards that they

use multiple times a month.

14
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Questionable Credit Card Practices

A September 2006 report by the Government Accountability Office (GAO)
identified practices that raise supervisory and consumer protection concemns even though
they may not violate existing law when they are disclosed adequately for consumers to

avoid them. These practices include:

» Double-cycle billing: The cardholder, with no previous balance, fails to pay
the entire balance of new purchases by the due date and the issuer computes
interest on the original balance that had previously been subject to an interest
free period.® This can materially increase the cost of credit for consumers
who have paid a large amount of their debt in the previous month.

* Universal default: The issuer increases rates when cardholders fail to make
payments to other creditors or have an overall decline in their credit score. As
a result, a cardholder who repays an issuer on time may be assessed a higher
interest rate because the cardholder made a late payment to another creditor,
or has incurred a significant amount of additional debt. Employing this .
practice may materially worsen a customer’s financial condition and
ultimately impair repayment ability on all of the customer’s accounts.

e Payment allocation: In this practice, varying interest rates are tied to account
usage, but issuer applies payments first to the portion of the account with the
lowest rate. As aresult, balances on different tiers may shrink or grow
disproportionately as payments are made by a customer.

e Minimum payments: The issuer fails to provide for reasonable amortization
in setting the required monthly minimum payment and negative amortization
results. With large card issuers offering dozens or even hundreds of different
card lines, each of which has tiered minimum payment requirements tied to a
variety of factors (such as the amount of the current balance and whether that
balance is over the credit limit), too low a minimum payment requirement can
result in negative amortization for some cards.

» Inconsistent and punitive billing practices: The issuer uses a variety of
strategies to raise rates when cardholders make late payments or incur charges

beyond their credit limits.>' Some issuers impose these higher “default” rates

* See GAO Report at p. 28, Figure 6, “How the Double Cycle Billing Method Works”.
*! See GAO report at pp. 24 - 27.
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after one late payment or overlimit charge while others use default rates only
after a cardholder has made six late payments.
The FDIC is currently reviewing to what extent concerns relating to practices such as
double-cycle billing, universal default, excessive fees and penalties, and payment
allocation, should be addressed through supervisory action, rulemaking based on safety

and soundness authority, or whether k‘rulemaking under UDAP may be required.

" At the same time, the GAO Report found that credit card disclosures, “...were too
complicated for many consumers to understand.”* Moreover, while TILA and
Regulation Z require creditors to explain some pricing terms in a tabular format,
questions have been raised about whether the format is being used effectively to provide
information to consumers.*> Recent research indicates that while consumers pay
attention to interest rates when shopping for a ﬁew credit card, they do not give much
consideration to the ways in which those rates will change if they make a late payment or

incur charges over their credit limits.*

As noted above, the Federal Reserve recently proposed amendments to
Regulation Z. These amendments are intended to improve the quality of credit card
disclosures rather than to prohibit any of the practices questioned in the GAO Report.*®

While improving existing disclosures is an important and positive step, the FDIC remains

*21d. atp. 6.

%3 See GAO Report at p. 40.

** See GAO Report at p. 31.

** See May 23, 2007 release announcing amendments to Regulation Z, published at
htrp/fwww federalreserve. gov/boarddocs/press/bereg/2007/20070523 /default. htm
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concerned about whether information can be provided in an effective way to mitigate the

effect of practices noted above.

Subprime Credit Cards

While the practices in the prime card market described above have raised
concerns, additional and more egregious practices often exist in the subprime credit card
market. This is of particular concem since, as noted above, recent growth in credit card
ownership and usage has been especially significant among lower income households. A
substantial portion of this growth has been achieved by marketing cards to subprime
borrowers, those individuals either with little or no credit history or who exhibit more
than a normal risk of loss. Examinations of banks with credit card portfolios, particularly
ones with subprime portfolios, have revealed a variety of consumer protection issues.
These include inadequate or deceptive marketing and account disclosures, as well as
credit products that have little or no credit availability left following the assessment of
opening and other fees. Other programs include features and requirements that produce
frequent and excessive fees and penalties that result in a debt spiral, along with abusive

collection practices.

For example, in one case a baﬁk advertised a credit card with no application or
annual fees. However, consumers who received a credit card were charged a “refundable
acceptance fee” that completely exhausted the available credit line. According to the
card terms, the fee would be “refunded” in increments of $50 every three months,

assuming that the consumer made a monthly minimum payment. In addition, the bank

17
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charged a monthly maintenance fee of $10, along with interest at a rate of 20 percent
against the outstanding balance. Account activity reports showed few purchases or
charges on the accounts; the primary activity comprised the assessment of monthly fees,
interest and other charges. The FDIC determined that the card program was in violation
of the FTC Act, as the fees associated with the program made any benefit negligible, and
the program was structured so that only a very small percentage of consumers would ‘

receive any meaningful credit.*®

In another case, a bank sent out billing statements to delinquent account holders
with a prominent message that payment of a specific amount would allow them to avoid
certain fees and further collection efforts. However, the amount stated in the message
was only the amount past due, not the larger minimum payment, and payment of only the
past due amount would leave the account in a delinquent status and resuit in additional
charges. Although the minimum amount due was stated elsewhere on the billing
statement, the bank’s practice was deceptive because the prominent message directed the
consumer’s attention away from the correct minimum payment amount necessary to
restore the account to a current status. The FDIC determined that this practice violated

the FTC Act and took supervisory action.

% The recently proposed amendments to Regulation Z will require credit card companies to inform
customers if the initial fees or security deposits exceed 25% of the initial credit limit. (See proposed 12
CFR section 226.5a(b){16); see also Appendix G-10(c)) If these provisions had been in effect at the time
that the bank had advertised the card described above, additional disclosures would have been required.
However, depending on the facts, the program might stilt have been carried out in an unfair or deceptive
manner.
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FDIC Response to Questionable Practices

The FDIC uses its examination program to continually monitor and address issues
in the credit card industry and the banks wé supervise. Credit card examiners are highly
trained specialists who use the full complement of supervisory and enforcement tools at
the FDIC’s disposal to take action when they find practices that violate the FTC Act,
TILA, other consumer protection regulations, or safety and soundness principles. As

described above, this includes taking action where practices are unfair or deceptive.

Generally, when problems or violations are identified to bank management, they
are corrected as part of the examination process without the need for enforcement
action.”’” However, when the problem is especially signiﬁcant or bank management lacks
the willingness or ability to correct inappropriate practices, enforcement action becomes
necessary. The FDIC has various formal and informal enforcement tools which are
utilized to prescribe recommended courses of action to address practices, conditions, or
violations that could result in risk of harm to consumers or loss or damage to a financial

institution.

Formal actions are notices or orders issued by the FDIC against financial
institutions and/or individual respondents pursuant to section 8 of the Federal Deposit
Insurance Act. The purpose of formal actions is to correct noted safety and soundness

deficiencies, ensure compliance with Federal and state banking laws, assess civil money

37 For credit card lenders, the most common violations of law involve lack of compliance with TILA or the
FTC Act.
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penalties, and/or pursue removal and prohibition proceedings. Formal actions are legally

enforceable, and final orders are available to the public after issuance.

Informal actions are voluntary commitments made by an insured financial
institution’s board of directors. Such actions are designed to correct less serious safety
and soundness deficiencies or violations where it is believed that management has both
the willingness and ability to effect correction. Informal actions are not legally

enforceable and are not available to the public.

To determine the volume of enforcement activity involving FDIC-supervised
credit card banks, records of the eleven FDIC-supervised banks designated as credit card
lending specialists and of the five banks with the most credit card complaints filed with
the FDIC were reviewed. Between 2002 and 2006, the FDIC issued formal and informal
enforcement actions against five of the sixteen banks in this group. These actions
addressed practices, conditions, or violations that could result in risk of loss to a financial
institution or that could cause significant financial harm to consumers. FDIC
enforcement actions against banks with credit card portfolios have required correction of
both safety and soundness deficiencies and violations of consumer protection laws, as
well as requiring the payment of restitution to consumers harmed by the involved
practices. For example, an FDIC examination of a State nonmember bank disclosed that
a credit card program offered by the bank violated section 5 of the FTC Act. The bank

‘agreed to a Memorandum of Understanding with the FDIC that required corrections to
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disclosures and marketing and required restitution by reversing the acceptance fee,

finance charges and monthly participation and late fees.

In many instances, however, troubling practices do not rise to the level of
violating law or regulation. Although particular issuers often change their practices in
response to supervisory recommendations, such action does not appear to result in

industry-wide changes.

Conclusion

Credit card activities, while increasingly concentrated in a handful of very large
banks, are generally a significant and complex activity in any bank engaged in the
various aspects of this consumer lending business. The FDIC is aware of these
complexities and closely monitors credit card lenders under its supervision for adherence
to safe and sound business practices as well as consumer protection laws and regulations.
However, current industry practices and continual innovation in this business line present
significant challenges in maintaining a balance between profitability and the principles of
consumer protection and fairmess. The FDIC is currently reviewing to what extent
concerns relating to practices such as double-cycle billing, universal default, excessive
fees and penalties, and payment allocation, should be addressed through supervisory
action, rulemaking based on safety and soundness authority, or whether rulemaking under

UDAP may be required.
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This concludes my testimony. I will be happy to answer any questions the

Subcommittee may have.
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Testimony of John P. Carey
Before the Subcommittee on Financial Institutions and Consumer Credit

June 7, 2007

Good moming Chairwoman Maloney, Ranking Member Gillmor, énd
Members of the Subcommiittee. My name is John Carey, and | am the Chief
Administrative Officer of Citi Cards. | appreciate the invitation to appear before
you today to discuss the credit card business and how we serve our customers.
Citi Cards is one of the leading providers of credit cards in the United States,
empioying 33,000 people fn 28 locations across 20 states.

I understand that the Subcommittee’s primary focus today is on recent
industry and regulatory initiatives in the credit card industry that affect
consumers, including, in particular, the Federal Reserve Board’s new proposed
revisions to Regulation Z. This is an important topic and we welcome the
opportunity to discuss our initial reaction to the Fed's new proposal. We also
would like to describe what we have been doing at Citi in recent years -
including new initiatives that we have implemented -- to ensure we are providing
our customers unparalieled products and services with terms and conditions that
are fair and easily understood. We are dedicated to putting our customers first,
which is good for them and good for business. We think we do a very.good job

but are always looking for ways to improve on what we do.
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Background

At the outset, I'd like to step back for a moment and provide some useful
context on how the credit card business works, how it has changed in the past 20
years, and why we think these changes have served the public.

Credit cards have become an integral part of our nation’s economy,
prdviding meaningful benefits to merchants and consumers alike. Merchants of
all size;s benefit from the liquidity, security, and efficiency of credit cards. Credit
cards enable businesses to sell more, get paid faster, and protect against fraud.
They have also made commerce on thé internet possible, enabiing merchants to
connect with consurﬁers and businesses globally, increasing sales, improving
payment reliability and controlling operating costs.

And for consumers, credit cards are a safe and convenient alternative to
cash, making everyday purchases more efficient, making it possible to shop
online, and facilitéting consumers'’ ability to track and manage their spending.
Responsible credit card use is often an individual's first step toward establishing
the positive credit record necessary to finance a car, a house, or a small
business, or 1o achieve some other personal financial milestone.

At the same time, to understand how the business of credit cards works, it
is important to recognize what is actually going on whenever a person uses his or
her credit card. While most people may not think of it this way, the fact is that
every time a person uses a credit card to buy something, that consumer is in
effect taking out an unsecured loan -- one that is a lot riskier from a lender's

perspective than many of the loans consumers use. A credit card loan, after all,
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is not backed by any tangible security as are mortgages, auto loans, or home
equlity lines of credit. Nor is it based on any personal familiarity between a local
banker and his or her customer. It is an extension of credit secured only by a
customer's promise to repay.

Before the late 1980s, the credit card market was essentially a one-size-
fits-all proposition and was far narrower than the market we see today.
Customers were typically assessed a $20 annual fee and interest rates were
nearly 20% across the board, regardless of the risk profile of any particular
customer. In the last 15 years, this model has changed dramatically.
Underwriting practices have become more refined, allowing banks both to offer
lower priced credit for people with solid credit histories and to extend credit to
consumers who were previously underserved or had no access to unsecured
credit. Over time, the availability and competitive pricing for credit cards
combined with more precise underwriting analytics has led to an expansion of
consumer credit across the economic spectrum. Banks are able to open more
new accounts, incr.ease existing account credit lines, and offer rewards programs
and the like to a broad range of consumers by using these more sophisticated
analytical tools.

" The capacity to consider risk when making credit available is key to
making this system work. Without that ability to differentiate risk, less
creditworthy consumers would have fewer appropriate means of accessing

credit, relatively risk-free consumers would face a higher cost of credit, and bank
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lending strategies would be significantly curtailed. Industry practices need to be
“considered in this light.

As a general matter, the broad expansion of credit I've referred to -- some
call it the democratization of credit - has been a good thing. Average credit card
rates have declined nearly six percentage points compared to the average rates
that prevailed in 1990, Overall, credit card debt remains a small bortion of
household debt. The Federal Reserve has reported that credit card balances as
a percentage of total household debt actually declined from 3.9 percent in 1995
to 3.0 percent in 2004,

The lending model for credit cards is unique, and the business works on a
relatively thin margin. Year after year, we make roughly the same return of $2-
2.50 for every $1 00 we lend, which equates to only about $1 for every $100 of
sales chargéd to our credit cards. And even that margin depends on careful
management of several different kinds of risk -- the credit risk involved in whether
customers will be able to repay their obligations; the interest rate risk that our
own cost of funds may rise more rapidly than expected; general economic risk;
the fraud risk when cards fall into the wrong hands and are used illegally; and the

operational risk that any business faces when managing complex systems.

Citi’s Record of Serving Our Customers
Citi operates in a highly competitive marketplace in which consumers have
numerous payment card choices. Customer satisfaction drives our revenues and

lost customers are difficult to replace. We constantly work to meet consumer
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demand and maintain customer loyalty, because we know that if we don't provide
the best products and the best service, our customers will go eisewhere. With
this in mind, let me tum to the subject of disclosure and the Fed’s new proposal
and then touch briefly on some of the steps we have taken in recent years to
improve the products and ser‘;lices we offer.

The Fed’s New Reg Z Proposal/Understandable Disclosure. Two
weeks ago, the Federal Reserve Board issued its long-anticipated proposal to
revise Regulation Z, foéusing on disclosure and certain other practices. Thisis a
lengthy, comprehensive proposed rule and we will of course study it carefully in
the weeks to come as we prepare our detéiled commeﬁts for submission to the
Fed. But let me state up front in no uncertain terms that in the proposal's thrust
and sweep and direction, we applaud what the Fed has done and beiieve’ itcan
foster significant improvements for consumers.

The new proposal is aimed at enhancing the clarity of disclosures,
improving customer understanding of key credit card terms and conditions, and
maximizing transparency. We fully support that approach. indeed, we have
tackled this challenge ourselves in recent years, as {'li describe in a moment, and
we welcome a broad regulatory initiative that will move the whole industry in that
direction.

The Fed’s effort, in effect, brings us back to a'core Congressional finding
of the Truth in Lending Act — that economic stability would be enhanced and
competition among consumer credit providers strengthened by the informed use

of credit that resuits when consumers understand what credit costs. The

-5.



113

proposed changes usefully require that certain information — in a consistent
readable format — be provided at each stage of the consumer's interaction with
his or her credit card company. These changes would ensure that consumers
not only have the opportunity to understand how their credit card works, but that
they also can readily compare credit terms availabie in the marketplace in order
to make informéd choices. And the changes would ensure that financial services
providers are able to compete on a level playing field.

In essence, the new proposed Reg Z changes seek to move credit card
disclosures toward the successful model of food labeling, where consumers can
get all the information théy need in simplé, uniform terms that allow them to
readily compare one product to another. Consumers should be able to do the
same thing in the world of credit cards, relying on the consistent presentation of
important information when applying for credit, when opening an accouﬁt, when
receiving their statement or when_the terms of the account change. This is the
right approach and we strongly support it.

We also appreciate the fact that the Fed engaged in extensive consumer
testing to understand the effectiveness of disclosures while preparing its
proposed rute. The Fed used this testing to identify the information consumers
generally need to make informed choices about the products they choose and
how to use those products.

We also support making available opportunities for consumers to learn
about credit products through such resources as the Fed website and the

American Bankers Association ("ABA") proposal for a government-issued Guide
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to Credit Cards. As the ABA has said, a supplement beyond what can be
reasonably included in short, simple disclosures could be quite valuable to
consumers and should be made widely and readily available.

In all, we believe that the Fed's proposal will be good for consumers and
will be good for ensuring a competitive marketplace where banks compete on
quality, seNice, and value.

Qur own efforts to make credit card disclosures clear and understandable
are entirely consistent with the approach taken by the Fed. Indeed, all of the |
effective and simpler to read disclosures cited by the Government Accountability
Office (*“GAQ") in its September 2006 report on credit cards were Citi disclosures.

Our work in this area intensified in early 2005, following a public call from
the Office of the Comptrolier of the Currency for improved credit card disclosures.
Citi was among the first card issuers to revise its solicitation letters, promotional
materials, and cardmember agreements to disclose prominently the important
pricing terms in the product.

We also introduced an enhanced “Facts About Rates and Fees” table in
our cardmember agreements, summarizing all rates and fees in clear, easier to
réad language - similar to what the Fed is now proposing. At the same time, Citi
introduced a more consumer-friendly notice to better inform each customer of a
change in terms and the right each custorner may have to opt out of that change.
And we also enhanced our “responsible lender” disclosures by adding a simple
paragraph to the front page of all solicitation letters making clear, among other

things, any balance transfer fee, the circumstances under which a customer may
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lose a promotional rate, and the balances to which the promotional rate does and
does not apply. All of these efforts are embodied in the Fed proposal.

Earlier this yéar, we began developing a new, simplified "Schumer Box,”
reduced from a 9th grade to 7th grade reading level and a new card agreement -
reduced from an 11th grade to 8th grade reading level. We intend to proceed
with these changes rather than wait for Reg Z to be finalized because we believe
they will enhance now the ability of our customers to understand the terms of
their cards.

We are also in the midst of rolling out a major redesign of our customer
statements. We are currently using the redesigned statement with some two
miltion of our customers and are working with them to understand how we might
continue to improve the statements. Some key features of the current new
statement include color printing, clarified purchase section, enhanced display of
rewards information, improved display of statement messages, prominent
messaging for checks, laser high-quality charts/graphs/photographs, more
flexibility with varying typefaces and type treatments, and increased point size.

We believe that the more people understand the world of credit, the better

off both the providers and consumers of credit will be. Our own new book on
credit education and financial literacy, entitled: The Citi Commonsense Money
Guide for Real People underscores this connection. In our view, a transparent
marketplace is not only customer friendly, it is business friendly. We want
consumers to understand clearly what we're offering and what our competitors ‘

are offering so that they can make informed choices. We are confident that if we
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can compete on quality, service, and value, it will be good for customers and
good for Citi.

But improving disclosures isn't the end of the discussion. Citi also has
taken a number of steps to improve the products and services we offer our
customers that we hope other issuers will adopt as well.

Elimination of Repricing Based on Non-Cijti Behavior. First, Citi Cards
was one of the first issuers to eliminate re-pricing for what we call “off-us”
behavior, known by some as “universal default.” 1t is standard practice for credit
card issuers to consider a customer’s credit behavior with other financial
commitments to other creditors and to increase the customer's interest rate if
warranted by such behavior. That is not an illogical practice, since a customer’s
credit behavior elsewhere has proven to be predictive of their behavior with us.
Still, we recognized why customers, and others, wouid question the practice. So
two years ago, we took the step of giving customers advance notice and the right
to opt out of any such proposed increase in interest rates, while still maintaining
full use of their card until expiration.

In March of this year, we decided to go even further. We eliminated the
practice altogether for ail customers during the term of their card. Citi wili
consider increasing a customer's interest rate only on the basis of his or her
behavior with us -- when the customer fails to pay on time, goes over the credit
fimit, or bounces a check. This change will be described in our customer

communications by later this summer.



117

Elimination of “Any Time Any Reason” Repricing. Second, we
eliminated what is commonly known as “any time for any reason” increases to
the rates and fees of our customer aécounts. Traditionally, credit card issuers
have taken the position that they can increase the rates and fees of a
cardholder’s account at any time for any reason, for example, to respond to
general conditions in the financial markets. Butin March,‘we announced that we
are giving up that practice. Once a card is issued, we will not voluntarily increase
the rates or fees on the account untii the card expires and a new card is issued
(generally two years). The interest rate on the card, if linked to the prime rate as
i; typically the case, would stili go up or down as the primke rate moves. But the
only reason we would consider increasing the rates or fees before the card -
expires would be if a cardholder becomes delinquent with Citi, exceeds the credit
limit, or pays with a check that bounces. We believe we are the first bank to
adopt this policy.

When a credit card expires and a new card is issued we will, as is
customary, consider a customer’s credit risk and general market conditions in
establishing new rates, fees, and terms of the account. If we believe any
changes are needed at that time, we will give the customer advance notice and
the right to opt out and pay down the loan under the old terms. We implemented
the change immediately for both new and existing Citi branded credit card
customers. It will be reflected in our customer communications later this

summer.

-10-



118

Enhanced Customer Alerts. in recent years, we have seen our
customers change the way they prefer to interact with us. They have demanded
greater utility bnline and look for us to provide the tools that allow them to
manage all of their account needs through the internet. This has included
viewing their account activity in real time, making payments, changing
addresses, requesting statements, and ordering additional cards.

In response to vcustomér expectatibns, we also have developed a se‘t of
online tools that are designed to make it easy for cardholders to avoid late fees
and to understand and manage their relationships with us. For exampie,
because pay days vary, our customers can choose the day of the month they
would find it most convenient to pay their bills. And they can elect to be notified,
in advance, about key dates and information related to their bills when they are
approaching their credit limit or a payment due date, for example. These alerts
are particularly heipful for people who tend to wait until the last minute to pay
their bills. We think this kind of customer is better off interacting with us on the
internet. The program is highly fiexible: cardholders can choose which alerts to
receive and, for some alerts, how often to get them -- daily, weekly, or monfhly.
These individualized services exist now but are going to be improved in the
months ahead to make sure cust_omers are aware of these opportunities and can
use them easily.

Extensive Financial Literacy and Consumer Credit Education. Citi is
an industry leader in financial education and literacy and we have put in place

numerous programs to encourage and promote responsible borrowing. We
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believe it is in the industry’s interest to do business with educated consumers
who have the ability to pay their bills on time and avoid credit pitfalls.

The centerpiece of our credit education effort is the “Use Credit Wisely”
program, an online program designed to assist consumers in understanding
credit basics, how credit works, budgeting, and how to work throdgh difficult
situations such as disability or living on a fixed income. The “Use Credit Wisely”
program also includes specific information and resources on fraud prevention,
identity theft, and legal rights for consumers; a credit education web site in
Spanish for Hispanic consumers; and “Use Credit Wisely for Business,” a site
designed specifically for the needs of business owners.

In addition, through the innovative components of our Credit-ED program,
Citi provides ongoing support and the latest resources through a variety of
targeted channeis to help students manage their credit and money responsibly.
Since its inception in 2000, the Credit-ED program has distributed more than five
million credit education materials free to students, administrators, and parents.
Our mivU Card was acknowledged by the advocacy group Consumer Action as
the most impressive program for rewarding students based on goodb grades and
résponsible credit behavior.

We are proud that Drexel University's LeBow Coliege of Business in
Philadelphia, Pennsylvania has incorporated the Credit-ED challenge as part of
the university’s financial education curriculum requirement for freshmen. For

students, parents, and campus administrators, Credjt-ED’'s comprehensive credit
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education site, Students.UseCreditWisely.com, features a number of free .
interactive tools and information on using credit wisely.

Moreover, in 2004 Citigroup and the Citigroup Foundation made a 10-
year, $200 million global commitment to financial education and to date have
made donations of nearly $53 million to financial education programs in 68
countries.

Improved Security ahd Protection. Citi is an industry leader in
protecting customers from theft and fraud and in offering immediate and effective
help to victims. We pioneered the prevention and detection of credit card fraud
and have been in the forefront of researching and discovering new and
innovative ways to protect our customer accounts and personai information.
Starting in 1989, we offered customers our Fraud Early Warning feature, which
allows us to screen out and detect potentially frauduient use of our customers’
cards. In 1992, we introduced the Photocard to help deter unauthorized use of
credit cards, and more recently, we began offering virtual account numbers to
enhance the security of internet purchases. '

Today, should our card members become victims of identify theft or fraud,
we offer the most comprehénsive and innovative free service — Citi Identity Theft
Solutibns—— to help them. We offer our customers free access to a dedicated
team of specialists who immediately assist victims of identity theft and fraud and
help prevent victims’ accounts and credit status from being adversely affected.

Our service streamlines and simplifies the entire process of re-establishing a
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victim’s identity and credit history — saving the customer significant time, money,
and inconvenience - even if the fraud happened on another credit card.

Responsive Customer Service. Finally, we have put in place a number
of processes to better understand our customers’ concerns and respond to them.
We review customer calls to help us identify the principal sources of customer
concerns; we survey customers to capture feedback from those who have not
reached out to us; and we engage in an ongoing dialogue with consumer
advocacy groups. Customers are encouraged to contakct us for any reason, and
we constantly review and enhance our employees' authority to ensure that they
are equipped to take appropriate action for our customers. We ask our |
employees to give our customers the individualized attention that they deserve,
but we also challenge them to propose ideas that will enhance the Citi Card
experience for all of our customers.

Available Hardship Assistance. Citi has put in place a number of ‘
customer assistance programs to help people in need. We know that keeping up
with credit card bills can become difficuit in times of sudden iliness, job loss, or
other catastrophic event. For these temporary hardships, we offer programs that
can include full or partial deferments, APRs as low as 0%, and/or suspension of
late ‘and over-credit-limit fees for up to 12 months. And we also offer longer-term
paydown programs that include fee waivers and reduced interest for five years,
with the gbal of helping the customer to pay off his balance by the end of the

period.
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Going Forward

Madam Chairwoman, we are working on a daily basis to enhance the
products and services we provide our customers. At Citi, we put our customers
first and we know that by doing that they will put us first. We seek always to treat
them fairly and communicate with them in a clear and understandable way.
Above ali, we want to make sure that our customers’ Citi Card is a convenience
that can make managing their financial affairs as easy and stress free as
possible. This job is never finished and we know that there is always room for

improvement. | look forward to answering any qﬁestions that you méy have.
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Good morning, Chairwoman Maloney, Ranking Member Gillmor, and Members of the
Subcommittee. My name is Bill Caywood, and I am the Consumer Operational Risk and
Compliance Officer for Bank of America.

Bank of America is one of the world’s largest financial services institutions. We provide a full
range of financial services to individual consumers, small- and middle-market businesses, large
corporations and government entities,

In the retail world, Bank of America serves more than 52 million consumer relationships —
nearly half of all U.S. households. We operate more than 5,700 local banking centers and 17,000
ATMs, in 30 states and the District of Columbia. Our Web site, bankofamerica.com, is
America’s leading financial services Web site and the 14th busiest site overall, including Google,
Amazon, Yahoo and eBay. Our site attracts 37% of total online banking customers and 65% of
online bill payment customers where Bank of America credit card customers may pay their bill
for free. We are also the second largest payment processing provider for small businesses.

Bank of America Credit Card Services is one of the largest issuers of credit cards in the world.
We operate in the United States, Canada, Ireland, Spain and the U.K. Our primary business is to
make unsecured loans through credit cards. We also process credit card transactions for small
businesses and large corporations through our Merchant Services business.

1 am pleased to have the opportunity to participate in today’s hearing on “Improving Credit Card
Consumer Protection: Recent Industry and Regulatory Initiatives.” I will focus my comments
on recent initiatives to improve practices in the credit card sector. First, I will focus on the
Federal Reserve Board’s proposed revisions to Regulation Z. Next, I will highlight our own
efforts to enhance consumer understanding of credit card terms. Third, I will comment on the
importance of free competition in the credit card industry. Finally, I will respond to the
Committee’s questions with respect to subprime lending.

I'd like to note at the outset that Bank of America takes pride in its relationships with its
customers. We continually update our practices to respond to changing consumer demand. And
we believe that a well informed consumer is fundamental to a competitive market, and our ability
to meet customer demand and create innovative products. We have taken numerous steps, which
I will describe, to educate consumers about the terms of their credit products, thereby allowing
them to obtain the best value and avoid potentially costly choices. But there is a limit to what
we can do. We operate in a highly regulated industry. Regulation Z governs the common
disclosures among all issuers. These disclosures are necessary to allow effective comparison
shopping.
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Regulation Z
Background

The Committee has asked us for our views on the Federal Reserve Board’s proposal to
substantially revise its Regulation Z, which implements the Truth in Lending Act. The Board’s
proposal was just released, and we expect to file a detailed comment letter before the comment
period ends in October. Today, 1 will outline what we see as some of the major effects of the
rule, but I will not attempt to provide comprehensive comments, and ask the Subcommittee to
recognize that this analysis is preliminary. The proposed rule would require issuers to redesign:
1) applications and solicitations; 2) disclosures provided to consumers at account-opening and
subsequently; 3) periodic billing statements; and 4) on-going advertising materials. This will
mean significant reengineering of all related processes and computer systems. In order to provide
comprehensive comments, we need to work through the practical effects of making such
substantial changes, and that work will take time.

We believe that revisions to Regulation Z are appropriate. Over time, in response to consumer
requests, credit cards have become more flexible, feature-laden products. Risk-based pricing now
allows more consumers to qualify for credit by varying the price of credit based on individual
customer behavior and circumstance. With the increase in flexibility and eligibility, the job of
describing how the product works has become increasingly complex and has resulted in a need to
update the applicable regulations. Certainly, card agreements were simpler when the product was
offered only to wealthier customers who paid an annual fee and were required to repay the
balance in full each month, but the current system has democratized access to credit and made
the credit card a more useful instrument for more consumers than ever before.

We believe that consumers can readily understand the credit card terms that are of most
importance to them. In essence, consumers need to understand: (1) what their standard interest
rate will be if they decide to carry a balance on the account; (2) what conduct might cause them
to pay a higher interest rate or incur fees, and what those rates or fees are; and (3) certain service
fees (such as annual fees or foreign exchange fees) that they may be charged. We believe that the
existing disclosures serve this purpose, and that customers use these disclosures effectively when
they compare issuers and use their cards.

Overview

Our initial review suggests that the proposed revision to Regulation Z is an improvement on the
existing regulation. It will provide customers meaningful disclosures in an even clearer format,
and it will facilitate comparison shopping and better assist consumers in modifying their
behavior, potentially reducing their cost of credit.

The Board and its staff obviously have devoted considerable thought to the proposal. The vast
majority of the proposal explains how and why the Board arrived at the content of those
disclosures. We appreciate the fact the Board has explained the research and thinking behind the
proposal.
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In its proposal, the Board has amended the required account-opening disclosures to provide a
tabular summary. While implementing the new format will impose significant costs on Bank of
America and other issuers, we believe that the new disclosures will provide consumers relevant
information in a clear and more easily understood form.

The Board’s proposal also requires a tabular disclosure on the periodic billing statements under
specified circumstances. Furthermore, transactions, interest charges and fees will be grouped
together in a new way that we think will be more easily understood by customers. Although the
reformatting of the periodic statement will result in a significant redesign effort, we believe that
the revised statement will quickly and more clearly provide customers relevant information about
their accounts, and assist them to better understand the cause of any credit-related fees incurred
during the previous cycle and help them to better avoid those fees in the future.

While our overall reaction to the proposal is favorable, the proposed changes to Regulation Z, if
finalized, would not be easy to implement and would require issuers to incur considerable time
and resources to rewrite the vast majority of communications we make with our customers and to
change the ways these communications are delivered. It would also require substantial time to
prepare and test, and it will be important for the Board to allow sufficient time for this to occur.
Nevertheless, we support what the Board is doing and believe it will, over time, produce even
better informed customers.

Although we generally support the changes to Regulation Z, we have identified one area where
we believe the proposal can be improved.

45-Day Notice Prior to Default Repricing

Section §226.9(g) of the proposed rule requires an issuer to notify a customer 45 days prior to the
effective date of any “Penalty Pricing” - that is, an increased rate of interest based on a
customer’s violation of the card agreement. The notice states that the goal of this provision is to
provide prior notice before a changed term can be imposed and thereby *“to better allow
consumers to obtain alternative financing or change their account usage.” We understand the
goal behind the proposal but believe that, as drafted, it risks having the opposite effect.

As a matter of practice, Bank of America currently imposes default repricing only after two
defaults in a twelve month period. (In our case, a default means going over the credit limit or
paying late.) Some of our competitors use one-default repricing. Because the 45 day notice
requirement delays the effect of an interest rate increase, we presume that the likely effect of the
Board’s proposal will be to push more issuers into repricing after a single default. The result will
be more customers being repriced, and being repriced sooner, albeit after having received the
Board-mandated notice.

This result is readily avoidable through a minor change to the proposal. The Board could allow
issuers who reprice only after two (or more) defaults to notify the customer after the first default,
as a warning that a future default will result in a higher interest rate. Such a notice should have a
greater impact than the initial disclosures, because it would be less hypothetical —~ as the
customer has engaged in conduct that he or she has agreed will trigger, if repeated, a higher rate.



127

Such a notice would also avoid punishing issuers who choose to give customers a second chance
before imposing a higher rate. And, consistent with the purpose of the provision, consumers
would be free after receiving this waming to seek alternative financing or to change their
account usage — in our case, by not making a late payment or going over the credit limit again.

Summary

In summary, our preliminary analysis is that the Board has done a good job of revising
Regulation Z. We will use the remaining months of the comment period to determine whether
the proposal creates any other potential unintended consequences for consumers, as we believe
the 45-day-notice provision could, or produces any unreasonable operational costs to the
business. We look forward to providing our comprehensive feedback to the Board.

Bank of America’s Credit Card Practices

Some specific credit card practices have been the focus of recent criticism. We believe it is
important to reiterate Bank of America’s position on these issues:

Bank of America has never engaged in double-cycle billing.

Bank of America has never engaged in universal default — that is, automatically repricing a
customer, without further notice or consent, based only on the customer’s default with
another lender.

o Bank of America limits the frequency of risk-based re-pricing by amendment. In addition,
when we determine that an account’s risk has increased, and proposes a change in terms (an
increased rate), the customer can reject the proposed change in terms and pay down their
account over time under the existing terms.

¢ Bank of America limits the number of consecutive over limit fees; we have a hard stop at
three.

* Bank of America increasingly allows customers to cure from default pricing to a lower rate if
they have no late or over limit events for six consecutive months.

o Bank of America customers can pay their bills free in various ways, including: (1) through
the mail, (2) at one of our 5,700 banking centers nationwide (3) by using the voice response
unit (VRU) and paying with a Bank of America account or (4) online at bankofamerica.com.
We charge a $15 fee for those customers who want to pay by phone through a customer
service representative, or through VRU using a non-BAC account. Both methods require
exception handling, and we charge a fee for that setvice.

I am proud to say that we arrived at these policies some time ago by listening to our customers
and implementing practices designed to meet their financial needs and concerns.

Bank of America’s Customer Education

In fact, it is from listening to our customers that we learned that they have a growing desire for
improved information and more control over their finances. That is why we offer easy-to-use
tools like Online Banking and Alerts to help our customers manage their accounts responsibly
with the greatest flexibility and freedom:
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¢ Online Banking allows customers to view information about their credit card and other
accounts. Customers can track intraday activity, transfer funds and pay bills any time,
anywhere they have Internet access.

o Alerts are messages sent to customers’ computers, PDAs or mobile phones to inform or
protect customers. They can warn the customer when he or she is approaching a credit limit
or has an upcoming payment due date. They help combat identity theft. Customers choose
the alerts they wish to receive. We have a dozen different alert triggers specific to credit
cards. They are either automatic or can be set and/or adjusted by the customer. These free
options include triggers like a warning of an account balance approaching a credit limit, an
upcoming payment due date, a low balance threshold being reached, the availability of a
deposit, etc., as well as a host of ID theft type alerts. The alerts can go by e-mail or text
message or both.

‘We have gone beyond required disclosures to provide customers with brochures that are simple,
straightforward and easy to understand. Our brochures like “Credit Cards & You” and “Our
Account Fees Explained” describe in plain language how credit cards work and how to avoid
fees.

s “Credit Cards & You” provides clear information about interest rates, grace periods, how
cash advances work, how balance transfers are treated, how payments are allocated among
outstanding balances, and the importance of paying on time and staying within your credit
limit. We started inserting this brochure to new customers in June.

s  “Our Account Fees Explained” provides clear descriptions of some common account-
related charges that could be incurred and explains how they can easily be avoided. This
brochure has been available for several years in our banking centers.

To increase awareness of these resources, Bank of America has launched online advertising
under the theme, *A Little Knowledge Is a Powerful Thing,” to educate consumers about these
and other tools to manage their accounts wisely.

In addition, Bank of America believes that financial literacy is best taught early. That is why we
sponsor basic money management programs for high school and college students with our
partner, Monster.com. For example, we are the only lender partnering with Monster’s “Making
It Count” division to offer “Ultimate Money Skills,” a program that educates college students
and their parents on financial products, how to establish a solid credit history and maintain
identity theft protection. Between August 2006 and March 2007, we made nearly 240 “Ultimate
Money Skills” presentations to more than 13,000 students on college campuses.

Why are we engaged in these financial education efforts for all of our customers? First, our
research shows that customers who are empowered with this information are more satisfied.
Second, our business does best when our customers manage their credit responsibly. One of the
great myths we hear is that credit card companies prefer customers to default on their
obligations, so that we can earn higher fees. That is simply not the case. Our average annual net
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credit losses on credit card loans for the last two years exceeded by a wide margin our revenue
from late and over-limit fees.

‘While we are proud of these efforts and believe they will be useful to our customers, we note that
those efforts are not a substitute for the modemization of Regulation Z. We believe that an
improved Regulation Z is the best way to provide consumers the information they need, and that
competition will benefit from fully informed consumers.

The Importance of Competition

As noted, we believe that the Board’s proposal is an important step forward, and will improve a
market that is already highly competitive. We believe that Congress should consider the results
of the Board’s regulation before taking the extraordinary step of legislating the price and terms
of credit.

The credit card industry is intensively competitive, and has produced products that are
extraordinarily popular with the millions of customers served by the industry. Prescriptive
restrictions of price and terms risk undoing many of the benefits that competition has produced —
flexibility in terms, a democratization of credit — by imperiling risk based-pricing and
innovation. Such efforts are also notorious for triggering the law of unintended consequences: by
regulating one price it forces another higher, Therefore, we respectfully suggest that Congress
give the Board’s significant effort and a competitive market the opportunity to work before
taking more invasive steps.

Subprime

The Committee has asked us to review industry reforms in the subprime market, and to advise it
on whether additional information gathering is necessary.

Bank of America’s role in the subprime credit card market is very limited. We offer a secured
card product for consumers who might not qualify for an unsecured loan. The customer must
provide us with funds (either by writing a check or having funds transferred from a Bank of
America deposit account) to create the security that we will hold, and the credit line is generally
set at the amount of that security deposit. These accounts represent an extremely small part of
our portfolio, but we offer them as a way of developing what we hope will be a lasting
relationship with a new customer. While we have unique risk-control and pricing strategies that
we apply to our secured cards, they generally operate in the same manner as unsecured cards.
The goal of the program is to graduate the customer to an unsecured credit card product.

While we have chosen to limit our activity in the subprime credit card market, it is worth noting
that Regulation Z applies to all credit card lenders, including subprime lenders. The banking
regulators and the FTC also have authority to punish any unfair and deceptive trade practices,
and have done so in the past.

Conclusion
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Thank you for this opportunity to address the Subcommittee. I would be happy to respond to any
questions the Members might have.
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INTRODUCTION

Chair Maloney, Ranking Member Gillmor, and members of the Subcommittee, I
welcdme this opportunity to appear before you today to discuss current issues affecting the credit
card market. Thi; is'a timely opportunity to discuss important concerns that have been raised in
the Subcommittee’s letter of invitation, as well as other related issues. To do that, my testimony

is organized in four parts.

Part I provides an overview of the current credit card market. Before discussing concerns
.that have been raised about certain current market practices, it is important to provide context on
the evolution of credit cards and the range of benefits they provide to consumers today. Given
their open-ended nature, credit card accounts require ongoing and prudent risk assessment and
management, and credit card issuers use pricing as one important way to balance these risks.
Risk-based pricing has become very sophisticated and today allows card issuers to offer credit
products with lower rates to consumers with lower risk attributes, and to make available, at
higher rates, credit products to consumers with higher risk attributes who previously might not
have been able to obtain credit at all. The ability to manage credit risk inherent in credit card
lending through appropriate risk-based pricing mechanisms is very important to the soundness of

banks’ credit card business.

Part II describes the program of the Office of the Comptroller of the Currency (QCC) for
supervising the credit card operations of national banks. The QOCC has a strong and
comprehensive risk-based program for supervision of these operations, which include most, but
not all, of the largest credit card issuers in the market today. QCC experts — retail credit, credit

card, and compliance specialists — conduct ongoing examination and oversight of credit card
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operations at national banks. In addition, the OCC has been a leader in providing supervisory
and’compliance guidance on key credit card issues, including account management practices,
negative amortization, universal default, and re-pricing disclosurf: issues; in our consumer
complaint analysis and resolution function; and in our enforcement actions to reform unlawful

credit card practices.

Given the longstanding and primary role of disclosures in the regulation of consumer
credit under federal law, Part III discusses the need for better and mote effective credit card
disclosures, particularly Vin the context of certain credit card practices that have been the focus of
public complaints recently, such as universal default, unilateral change-in-terms provisions, and
double-cycle billing. Effective disclosure provides‘three important consumer benefits: informed
consumer choice; healthy card issuer competition to provide consumers the terms they want; and
increased transparency that makes it more difficult for issuers t6 withstand public criticism of -
practices that are especially aggressive. But, consumer disclosures for credit cards have not kept
pace with significant changes in the market over the past decade or so that have affected credit
card terms, practices, and pricing structures. The Government Accountability Office (GAO)
recently studied this area and has called for comprehensive reform of credit card disclosure rules.
In this regard, the Federal Reserve Board has recently proposed very substantial revisions to its
disclosure regulations for credit cards under the Truth in Lending Act (TILA). My statement
describes our preliminary reaction to the Board’s proposal. In a nutshell, we are both
encouraged and pleased that it appears to be responsive to a number of the recommendations we
previously made in a formal comment letter to the Board, particularly with respect to the
importance of employing consumer testing to develop effective consumer disclosures, and the

use of standardized and simplified disclosure formats. Nevertheless, based on our considerable
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experience in supervising credit card operations, we are likely to suggest improvements to the

proposal after we study it more carefully.

Finally, Part IV provides some brief concluding remarks regarding our thoughts on the
potential benefits of an updated disclosure regime and whether it will be adequate to address
concerns raised about current practices. It also addresses the need for uniform approaches when
addressing all these concerﬁs, and it notes the challenges we face in seeking to modify specific
market préctices today when those practices are not generally restricted by current federal law or

regulations.
L BACKGROUND/EVOLUTION OF THE CREDIT CARD MARKET

Credit cards are ubiquitous in our society, with almost three-fourths of American
households owning and using a credit card. Credit cards also are one of the most convenient,
and commonly used, payment vehicles today. There are a number of consumer benefits to
owning a credit card, including the security and convenience of not having to carry cash, the
ability and ease of making payments for on-line purchases, and the ébility to spread out

payments for purchases over time.

Indeed, because of their convenience, security, and widespread acceptability, credit cards
are used for billions of consumer purchases every year.! The GAO reports that, in 2005, there
were more than 691 million credit cards in the market used for consumer transactions, and the

value of these transactions exceeded $1.8 trillion.” Bank-issued credit cards are by far the

! The Nilson Report, February 2004, Number 805, pp. 6-9.
2 “Credit Cards: Increased Complexity in Rates and Fees Heightens Need for More Effective Disclosures to
Consumers,” U.S. Government Accountability Office, September 2006, (GAO Report), p. 9.
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predominant type of credit card, accounting for over 80 percent of the-cards in the market.’
Although more than 6,000 institutions issue credit cards, accounts are now concentrated among
the ten largest issuers.* Together, these issuers hold 90 percent of the total market, with

outstanding balances in excess of $700 billion.”

. The evolution of the credit card market has been a remarkable development - from a
novelty in the early 1960s available just to a small number of individuals, to an essential
payment device today that offers convenient and instant access to credit to hundreds of millions
of consumers, almost anywhere at almost any time. More than 40 percent of existing
cardholders use their credit cards as a free means of access to the electronic payments system.
I‘hese consumers pay no interest or other finance charges on their transactions because they pay
their credit card balances in full each month. In the words of the GAQ, convenience users

“avail[ ] themselves of the benefits of their cards without incurring any direct expenses.”®

Like other consumer credit markets, the credit card market is highly competitive, and
growth is a key market objective. Card issuers have responded aggressively to increasing market
competition, with innovations in card products, marketing strategies, underwriting, account
management practices, and pricing strategies. The primary goals of these product and marketing
innovations have been the establishment of new customer relationships and related revenue
growth, issuer efficiency, and consumer convenience. In this market, credit card igsuers are
competitively disadvantaged when they are subject to regulatory costs that are not imposed

uniformly on all issuers,

:

*“Recent Changes in U.S. Family Finances: Evidence from the 2001 and 2004 Survey of Consumer Finances,”
Brian K. Bucks, Arthur B. Kennickell, and Kevin B. Moore, Federal Reserve Bulletin 2006, p. A31.

* GAO Report, p. 10. .

* CardFlash, May 8, 2007, p. 2.

§ GAO Report, p. 32.
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Competition for customers has also led to greater credit availability through greater
product and pricing choice. Over the years, consumers have been able to choose and obtain
credit cards much more easily from diffefent issuers, and certain simplified disclosures such as
the so-called “Schumer box™ have enabled consumers to better compare key features of credit
cards. As a result, although pricing structures have evolved and become more complex,
competition in recent years has led to generally lower interest rates and the elimination of most
annual fees. it ha§ also made it easy for consumers to transfer card balances to a new card and
obtain more. favorable terms, including temporary zero percent interest rates on transferred
balances. In fact, given‘the maturity of the credit card market and the relatively finite number of
potential new customers, the fiercest competition among card issuers appears to be in the area of

balance transfers, where consumers move from one lender to another.

Interest rates on credit cards are higher than most other types of consumer lending
because credit card lending is riskier. Credit card loans are unsecured, available to large and
diverse segments of the population, and are repayable on flexible terms at the cardholdel;’s
convenience. Moreover, unlike closed-end loans that have fixed amounts lent and due, credit
card loans are open-ended: the consumer can increase the amount of credit extended at any time

up to a specified limit, and issuers generally do not separately underwrite each advance.

' These unique features of credit card loans - open-ended, unsecured credit — create a
unique set of risks for card issuers. One important tool they use to compensate for these risks is
pricing. As noted above, pricing structures for credit cards have evolved and become more
complex in recent years. At the same time that average interest rates have declined and annual,
fees have virtually disappeared, card issuers have adopted risk-based and penalty pricing. They

have also imposed a range of fees for such transactions as balance transfers and foreign currency



138

conversions — although despite this increased use of fees, most credit card revenue continues to
be derived from interest charges, including penalty interest charges. Moreover, as noted in the
GAO report, the net effect of these changes in pricing structures on card issuer profitability has

generally been neutral, with profits remaining relatively stable over time.”
II. OCC SUPERVISION OF CREDIT CARD ISSUERS

The OCC has a robust an;i comprehensive risk-based program for supervising national
banks’ credit card operations. ‘Our supervision focuses both on compliance with applicable
consumer protection standards and safety and soundness. Through our supervision, we can
address emerging risks on an institution-by-institution or broader basis and, where necessary,
require correction of consumer protection or safety and soundness problems that we may find.
There are four primary tools that we use to accomplish these objectives: examinations,

complaint analysis, supervisory guidance, and enforcement actions. Each is discussed below.
A. Examinations of Credit Card Operations in National Banks

The OCC conducts thorough examinations of national bank credit card operations. These
examinations monitor whether credit card lending complies with applicable consumer protection
laws and regulations; is conducted in a safe and sound manner; and is consistent with OCC

guidance.

The OCC has a large network of retail credit, credit card, and compliance specialists
located throughout United States who have supervisory responsibility for the consumer

compliance and safety and soundness aspects of national banks’ credit card lending operations.

" GAO Report, pp. 69,75.
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The number of our specialists has increased significantly in the past ten years due to the growth,
concentration, and increasing complexity of these operations in national banks. These examiners
primarily work in the parts of the OCC that focus on supervision of large banks, mid-size banks,

and specialized credit card banks.

At the largest national banks, which include many of the major credit card issn;lers, the
OCC has resident, on-site examination teams engaged in continual supervision. At the mid-size
and credit card banks, the QCC has staff dedicated to the stand-alone credit card operations. The
time and attention that examiners de;/ote to the credit card activities of other banks is directly
related to the nature and complexity of the bank’s operations and the associated risks. Asa .
result, we provide more scrutiny to high-risk and complex credit card operétions, with more
frequent examinations than are contemplated by the general 12- to 18- month examination

schedule for other banks.

The starting point for a credit card bank’s examination generally is an assessment of the
bank’s risk profile. This assessment identifies particular risks facing the bank, as well as any
emerging industry-wide risks, based on information avéilab]e to the examiners.and risk
assessments conducted by the bank. The examination process includes a review of fundamentals
such as the reasonableness of the bank’s credit card business modél and strategic planning; the
effectivéness of the bank’s controls; financial strength; and compliance with laws, regulations,
and relevant supervisory guidance. Examiners assess Fhe adequacy of policies and procedures
through reviews of various functions including marketing practices, underwriting, account
management, collections, and loss mitigation. In addition, examiners review the bank’s use of
credit scoring and other models, and, as warranted, bring in quantitati\}e analytical specialists to

assess model development and validation.
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In addition to ongoing monitoring, our large bank resident examiners complete periodic
targeted reviews throughout the year. These reviews are used to test and validate the integrity
and reliability of management’s control processes, including compliance with bank policies and
procedures, laws and regulations, and regulatory guidance. In the largest credit card operations,

it is common for examiners to complete several targeted reviews within a 12-month cycle.

Targeted reviews typically include a sample of individual accounts to assess the adequacy
of the bank’s systems, controls, legal compliance, and compliance with OCC regulatory policies
or guidance. For example, in the past two years, examiners completed in all large bank and
specialized credit card operations targeted reviews of credit card disclosures for compliance with
laws, regulations, and OCC guidance, and account level transaction testing in the areas of
account management and collections. Other targeted reviews included evaluation of new
account underwriting processes and compliance with privacy requirexﬁents. If potential
consumer compliance issues surface in the course of these examinations or are otherwise brought
to examiners” attention through consumer complaints or other sources, examiners and other OCC
personnel assess whether the practices in question violate applicable laws and regulations or

OCC guidance and standards.

In this context, let me emphasize one very important point: the OCC’s supewisory
process can result in significant reforms to bank practices and keep banks on a proper course
without the need to resort to formal enforcement actions. OCC examiners have significant
supervisory authority and influence over the activities of national banks. The flow of
communication between the bank and OCC examiners is open and continual. The traditional
confidentiality of the bank examination process facilitates this free flow of information. Bank

management is expected to be open and forthcoming, and examiners expect to get the
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information they need to evaluate whether the bank is operating in accordance with applicable
law and in a safe and sound manner. Examiners, in turn, are direct and frank in expressing any
concems they have about the bank and in describing any corrective actions they believe are

needed.

Indeed, the supervisory process is a continual process of communication between the
OCC and the banks we supervise; it does not depend on discrete “compliance” examinations that
occur at particular intervals during a multi-year period; nor does it rely in the first instance on
formal enforcement actions. OCC supervision results in adjustments, corrections, and
remediation on an ongoing basis by national banks. When our examiners identify an issue, they
expect it to be resolved in a timely manner. Examiners use a wide range of measures to-obtain
desired results. These include nonpublic memoranda of ﬁnderstanding as well as
communications in a confidential examination report of “matters requiring attention” of bank
management and boards of directors. The bank’s corrective action in response to these

documents is closely monitored by supervisory staff.

The supervisory process can be especially effective in addressing problems early, before
they become more widespread. Moreover, because the supervisory process can effect swift
change in bank practices without the need to resort to formal enforcement actions, it is a ilighly
valuable tool that is una?ai]ab]e in “enforcement only” regimes. Because bank supervision
involves confidential communications with regulated institutions, however, and because much of
the problem identification and corrective measures occur “behind the scénes” and without public
fanfare, the process is often not well known or fully understood. While the OCC does not
hesitate to bring an enforcement action when appropriate, in practice, the need to do so is

relatively infrequent. In the supervisory process of comment and response, banks typically agree

10
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to changes and remediation recommended by examiners and, thus, we are able to address
supervisory concerns much more quickly than would be the case if we relied first and foremost

on formal enforcement actions.

Based on our supervisory experience, we believe that the vast majority of the credit card
issuers supervised by the OCC are complying with consumer protection laws and regulations, are
operating in a safe and sound manner, and are striving to balance their business objectives with
customer needs. But credit card issuers are not perfect. National bank credit card issuers hold
over 300 million credit card accounts. Mistakes can happen. And, as noted earlier, the credit
card market is highly competitive, and on occasion, some issuers may adopt aggressive changes
to their credit card programs and products, and marketing and account management practices,
without fully addressing all of the related risks to consumer protection and safety and soundness

or without fully anticipating the potential for systems problems associated with those changes.

The OCC can address many of these issues and achieve corrective action as part of our
supervisory process. Indeed, through this process, national banks have changed their practices
and provided financial relief to customers to address specific concerns identified by the OCC.
These have included revisions to minimum payment requirements; credit line increase and
workout programs; over-limit authorization and fee assessment procedures; and the timeliness of
posting payments. And of course, as described in more detail below, where the supervisory
process by itself is not effective in producing necessary change, the OCC can and will turn to its

broad range of formal enforcement tools to achieve the desired result,

There are limits, however, to what can be accomplished through OCC’s supervision and

enforcement. We have been successful in achieving changes in bark policies and practices

11
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through supervisory actions where such policies and practices fail to comply with consumer
protection requirements that the OCC has been gharged with implementing, raise safety and
soundness risks, or risk violating prudential standards — such as the prohibition on unfair and
deceptive practices. Our ability to effect change is more limited, however, if a practice does not
put a bank at risk of violating applicable laws and regulations — and in some cases may even be
specifically permitted by them (such as double-cycle billing), and does not present safety and
soundness risks. And, of course, our supervisory activities cannot direct the practices of credit

cards issuers that are not subject to OCC supervision.

B. OCC Consumer Complaint Process

1. Description of CAG Operations and the Number and Source of Consumer Complaints

The OCC’s Customer Assistance Group (CAG) prqvides assistarnce to customers of
national banks and their subsidiaries by fielding inquiﬁes and complaints from, or on behalf of,
these customers. CAG also supports our supervision of bank credit card operations, Many
complaints received by CAG concemn credit card products. CAG’s complaint processing and
analysis often helps to address individual problems and educate consumers about their financial
relationships. It also frequently leads to resolution of the complaints by the bank and secures
compensation or other relief for customers who may not have a more convenient means for

having their grievances addressed.

CAG integrates skilled professionals and effective use of up-to-date technology to
address bank customer concerns, and our significant investment in the success of this operation

has resulted in its becoming a leader among government complaint analysis and resolution

12
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functions.® CAG is staffed by customer assistance specialists who have backgrounds in
consumer law, compliance, and bank supervision, and who can process written complaints and
telephone calls in both English and Spanish. Additionally; othér OCC personnel, including
attorneys in the OCC Law Department, regularly assist CAG staff with more complex issues or

problems.

CAG processes approximately 70,000 complaints and inquiries each year on a multitude
of consumer issues that are received through a variety of 'channels? including orally and in
writing. Many obf the complaints are received directly from consumers. But there are numerous
other sources as well, including Congress, federal agencies, state attorneys general, state banking
departments, or other state agencies. For instance, CAG receives thousands o‘chomplaints each

year in referrals from state entities.

In this regard, I am very pleased about the significant progress we have made in working
with our state counterparts to improve consumer complaint information sharing. A few months
ago, the OCC and the Conference of State Bank Supervisoré (CSBS) agreed on a model
Memorandum of Understanding (MOU) that is intended to facilitate the sharing of customer
complaints. The MOU provides that we will direct complaints to the appropriate agency — for
example, complaints about non-national bank companies will be directed by the OCC to the
appropriate state regulator, and state agencies will refer national bank complaints to CAG. In
addition, the MOU permits state agencies to obtain periodic reports from us on the disposition of

complaints they have referred to CAG, without compromising consumer privacy.

8 See “Remarks by John C. Dugan before the Exchequer Club and Women in Housing and Finance,” (January 17,
2007) (discussing the sophisticated systems used by CAG in connection with the complaint resolution process),
www.occ.gov/fip/release/2007-4a.pdf.

13
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With the assistance of CSBS, we are in the process of entering into complaint
information sharing agreements with individual states, and the process is moving along very
well. We have executed 18 agreements since November, beginning with the New York State
Banking Department, and others are on the horizon. I am also very encouraged by the progress
of work that we have underway to put in place new technology systems to facilitate complaint
information sharing and route consumers to the appropriate state or federal regulator to assist in

resolution of their complaints. -

2. Credit Card Complaints and CAG’s Role in Assisting Consumers

‘ In each of the last few yeérs, credit card issues accounted for approximately 40 percent of
the total complaints and inquiries received by CAG. Roughly 10,000 wn‘ttf:n complaints out of a
total of 27,000 received by CAG in 2006 concerned credit cards. Almost 14 percent of the
complaints about credit cards we received in 2006 concerned changes to existing account terms.
About seven percent of credit-card related complaints concerned fees and other charges, such as
the amount of over-limit and late payment fees, late fees assessed in error, allegations of “bait
and switch” tactics in connection with fee increases, and the adequacy of fee disclosures. Less
than one percent of credit card complaints concerned allocation of payments issues — generally in
connection with balance transfer situations. The remaining credit card complaints dealt with a
variety of issues, including periodic statements, advertisements and solicitations, and credit

balances.

When CAG receives a signed written complaint, it contacts the national bank involved
and requests a response regarding the consumer’s complaint or inquiry and, if relevant,

supporting documentation. CAG evaluates the bank’s response, consults with other OCC

14
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personnel, requests additional information from the bank or consumer as necessary, reaches a
final conclusion regarding the matter, and notifies the consumer or other complainant of its

findings.

Over the last five years, CAG has generated almost $9.5 million in financial relief for
national bank customers with complaints about their credit cards. CAG cannot always provide
the relief requested by the consumer, however. In some instances, the consumer’s complaint
may hinge on the resolution of factual disputes, which the OCC simply is not in a position to
adjudicate. In other cases, the basis for the consumer’s grievance is that he or she is simply
unhappy with the terms of his or her contract with ﬂle credit card issuing bank. This can include
contract provisions governing the amount of fees, changes to the terms, and balance calculation

methods.

3. Impact of Consumer Complaint Information on Bank Supervisory Activities

In addition to providing relief and assistance to individual consumers, data derived from
the CAG process plays an important role in identifying problems - at a pkarticular bank orin a
particular segment of the industry — that warrant further investigation by examination teams,

enforcement action, or supervisory guidance to address emerging problems.

OCC supervisory guidance requires examiners to consider consumer complaint
information when assessing a bank’s overall compliance risk and ratings, and when scoping and
conducting examinations. The complajni data collected by CAG are summarized and distributed
to OCC examiners to help them identify issues that warrant further review. Examiners have
nearly real-time access to an electronic database that stores consumer complaints and other

relevant data for use in bank examinations. Examiners may use this information in assessing

15
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risks at the banks they examine, as well as in planning and scoping examinations to target areas
of potential concerns. CAG specifically alerts examiners if the volume, patterns, or types of
complaints concerning a particular bank appear to warrant immediate attention. When
complaints indicate potentially inappropriate or unfair or deceptive practice‘s, OCC lawyers
become involved, and we have taken enforcement actions to address these issues. Moreover, as
discussed more fully below, an important component of OCC supervision is the guidance we
issue to alert nation_a! banks to emerging risk areas. CAG information also informs OCC policy
personnel on the need for additional supervisory guidance, such as guidance related to credit card

marketing practices.

Finally, OCC guidance requires national banks to monitor and address consumer
complaints that they receive, whether from consumers directly or through CAG. To encourage
banks to address the underlying factors that may be contributing to consumer complaints, CAG
provides aggregate feedback to banks on credit card practices that, based on complaint volume
received, need improvement. CAG is in contact with banks with iarge complaint volumes
regularly, through telephone and email exchanges, and through annual meetings with bank

management.
C. OCC Supervisory Guidance

The OCC does not have legal authority to issue regulations under the primary consumer
protection statutes governing credit card activities; instead, such authority is vested in the Federal
Reserve Board. Nevertheless, an integral component of OCC supervisory activities is the
issuance of guidance to naﬁonal banks on emerging and significant risks. We use joint agency

issuances and OCC guidance to explain regulatory requirements. In areas where regulations -

16
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have not kept pace with the changes and complexities in credit cards terms and marketing
practices, we also have used OCC guidance to alert national banks to practices that pose
consumer protection or safety and soundness risks, and to give guidance on how to manage these
risks and prevent problems from arising. And, the OCC follows up through the supervisory
process to assess national banks’ implementation of the recommendations contained in our

guidance.

The OCC has been actively engaged in developing supervisory guidance on credit card
issues, and this guidance has led to real improvements in credit card practices.” For example, we

have issued a number of supervisory guidance documents over the last five years, including:
e OCC Bulletin 2003-1, Credit Card Lending: Account Management and Loss Allowance
Guidance (January 2003)
e  OCC Advisory Letter 2004-10, Credit Card Practices (September 2004)
e QCC Advisory Letter 2004-4, Secured Credit Cards (April 2004)

Each of these guidance documents is discussed below.

1. Account Management and Loss Allowance Practices Guidance

In January 2003, the federal bank and thrift regulatory agencies issued guidelines to
address concerns with credit card account management practices. The interagency guidance,
Credit Card Lending: Account Management and Loss Allowance Guidance, the development of
which was led by the OCC, addressed five key areas: 1) credit line management, 2) over-limit

practices, 3) minimum payment and negative amortization, 4) workout and forbearance practices,

® These issuances supplement our examination handbooks and procedures on credit card and retail lending.
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and 5) income recognition and loss allowance practices. The issues covered by the guidance
initially surfaced in the subprime credit card market, but follow-up examinations identified

similar concerns involving several prime credit card lenders. .

In particular, through the examination process, examiners had identified concerns with
practices for assigning the initial credit lines to borrowers and increasing existing credit lines. In
some instances, borrower credit lines were increased without the proper underwriting analysis to
support the increases. Some borrowers who then increased their credit card charges were unable
to make their payments, which led to an increase in delinquencies and losses. The guidance
describes the agencies’ expectations for banks when they establish initial credit lines for

customers and when they increase those credit lines.

Examiners also identified weaknesses in income recognition and loss allowance
practices. Because of the revolving nature of the credit card product and low minimum payment
requirements, a portion of the interest and fees were being added to the balances and recognized
as income. The agencies’ guidance reiterated the principle that generally accepted accounting
practices require that loss allowances be established for any uncollectible finance charges and
fees. The agencies also directed credit card lenders to ensure that loss allowancé methodologies
covered the probable losses in high-risk segments of portfolios, such as workout and over-limit
accounts. Based on our observations, the industry responded quickly to this portion of the

guidance and increased their loss allowances where needed.

Prior to the guidance, examiners also had observed that loan workout and forbearance
practices varied widely, and in some instances raised safety and soundness concerns. These

workout programs were often not adequate to enable consumers to repay the amounts owed. In
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particular, some workout programs extended repayment periods with only modest reduction in
the interest rates being cﬁargcd. To address the concerns raised bykthese practices, the guidance
reminded the industry that workout prbgrams should be structured to maximize principal ’
reduction, and it also stated that repayment periods for workout programs should not exceed

sixty months. "To achieve this, banks now typically lower interest rates and stop assessing fees.

Over-limit practices, where a borrower excéeds the credit limit on the account, can raise
both safety and soundness and consumer fairness concerns. Examiners had observed that credit
card accounts had been allowed to remain in over-limit status for prolonged periods with
recurring monthly over-limit fees. The guidance directed banks to establish reasonable controls
and ensﬁre timely repayment of amounts that exceed credit limits, to promote responsible credit

management.

Finally, examiners had become concerned about an industry trend toward declining
minimum payment requirements, particularly at a time when credit lines, finance charges, and
fees were increasing. Some borrowers who made only the required minimum payments were
unable to meaningfully reduce their credit card balances. Others who made such required
minimum payments would actually see their principal balance increase. This occurred through
the process of “negative amortization,” i.e., where the minimum payment was insufficient to
cover the finance charges and other fees imposed, including over-limit fees, and the amount
unpaid was added to the total outstanding debt. In other words, credit card lenders were allowing
borrowers to make minimum payments that were so low that the horrowers’ total amount of debt

could increase each month even without new charges.
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The guidance required banks to address these issues through a systematic reevaluation of
payment requirements and fee assessment practices. In particular, the guidance provided that
minimum payment requirements pay down balances over a reasonable period of time — amortize
them — consistent with the unsecured nature of the underlying debt. The guidancé also provided
that prolonged negative amortization, inappropriate fees, and other practices that inordinately
compound or protract consumer debt raise consumer fairness and safety and soundness concerns

and are subject to examiner criticism.

The OCC followed up through our supervisory process to ensure that national banks
conformed their practices to the guidance. In order to be clear that this occurred, the agency took
the unilateral step of drawing a bright line: we directed banks to eliminate prolonged periods of
negative amortization by raising their minimum payments to cover all accrued interest and late
fees, plus at least one percent of the principal balance outstanding. In addition, we required
banks to include other recurring fees (e.g., overlimit fees) in the minimum payment or waive
them after three consecutive months. In general, these instructions mean that a consumer that
makes his or her required minimum monthly payment will decrease his or her outstanding

balance, not increase it.

Most national banks immediately addressed the changes in the guidance relating to
credit-line management, workout programs, and loss allowance practices. Conforming changes
to over-limit, minimum payments, and negative amortization practices were not immediately
implemented, however, and met with stronger resistance from some credit card lenders. This
resistance by national bank credit card issuers was based on, among other things, competitive
concems about an “unlevel playing ﬁeld” with respect to non-national bank credit card issuers

who might not be similarly required to implement the guidance. In these instances, the OCC
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nevertheless insisted on consistent implementation by national banks of the changes called for in

the guidance.

2. Credit Card Marketing and Change in Terms Practices Guidance

Credit card practices involving marketing and changes in terms also have been the focus
-of OCC supervisory guidance because of our concern that they could expose national banks to
substantial compliance and reputation risks. The OCC issued Advisory Letter 2004-10 in
September 2004 to advise national banks about the risks that these practices may violate the
prohibition in the Federal Trade Commission (FTC) Act against unfair or deceptive practices.
The Advisory Letter provides that national banks should not:

» Increase a consumer’s rate or other fees when the circumstances triggering the increase,
or the creditor’s right to implement that increase, have not been disclosed fully or
prominently;

o Utilize advertising designed to catch a consumer’s attention in advertising materials with
promotional rates, commonly called “teaser rates,” without also clearly disclosing

material restrictions on the applicability of those rates; and

e Advertise credit limits “up to” a maximum dollar amount, when that credit limit is, in
fact, seldom extended.

a.  Universal Default, Unilateral Change in Terms, and Other Pricing Practices

Over the past several years, card issuers have uséd tools other than the initial interest rate
to compensate for increased risks in a customer’s profile over time. For instance, some credit
card issuers impose a much higher “penalty rate” on a credit card for consumers who do not
make timely payments on other obligations to the same lender or on obligations to other lenders

—a practice sometimes referred to as “universal default” pricing. Such issuers argue that the
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increased interest rate is necessary to address the increased risk indicated by the borrower’s
default on other credit. But the practice has drawn sharp criticism from consumers — especially
when they were unaware that their failure to make payments on other debts could affect the
interest rate on their credit card. In the wake of this criticism, very few national banks continue
to use universal default pricing. However, default pricing is still commonly uséd to address

defaults on credit obligations with the issuing bank.

Card issuers may also raise the interest rate on a credit card to address other indicators of
increased risk. Examples include high use of a consumer’s credit line, failure to make timely
payments, or a change in credit score (which may or may not reflect consumer behavior with
respect to other credit obligations). This type of risk-based pricing is different from universal
default pricing because it is typically based on a more sophisticated analysis of risi( (rather than a
failure to make payments due on other obligations to the card-issuing bank or to other lenders);
results in a more calibrated rate increase when warranted; and requires advance notice before
taking effect. In additioﬁ, most large national bank issuers provide consumers with the right to
“opt out” of the increased rate on his or her pre-existing balance, but the ability to use the card
for future charges is also generally curtailed. Such risk-based pricing, unlike universal default, is

an increasingly common practice for credit card issuers, including national banks.

Lenders have sought to justify risk-based pricing as more reflective of increased risk than
simple universal default pricing. They have used similar arguments to justify raising the cost of
credit in other ways, such as shortening the period allowed for payments and increasing cash
advance, over-the-limit, late payment, or similar fees. In such instances, lenders point
particularly to the fact that the risks associated with open-end unsecured credit can increase

substantially over time, and that failure to use risk-based pricing could well result in higher up-
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front interest charges, more limited credit availability, and shorter terms for card renewals (with
increased’ use of lender options not to renew). While such arguments may well be valid, the
increased fees and higher interest rates that accompany risk-based pricing have also been the
object of significant public criticism. Risk-based pricing related issues are the source of many
consumer complaints the OCC has received — with the sharpest arising from those who were

unaware of the circumstances that could trigger such increased costs of credit.

Itis importanf to note that federal law, including TILA, does not restrict the ability of
creditors to include provisions in credit card contracts permitting “default” or penalty interest
rates, other changes in interest rates, or other changes in the terms of the account. Indeed,
Regulation Z implicitly recognizes that penalty rates may be charged in that it requires such rates
to be disclosed in solicitations — although the manner of disclosure currently required may not
effectively alert customers té these terms. For example, except in certain transactions, the
disclosure of when penalty rates will apply is not required in the existing “Schumer box”
disclosures, and need not be as detailed as the explanation later provided in the account opening
disclosures. Moreover, current Regulation Z rules contain notable anomalies: in contrast to
sometimes detailed disclosures provided to consumers about a credit card’s costs, Regulation Z
currently does not require a disclosure about the material fact that a creditor has resérved the

right to change, unilaterally, these costs and any other credit terms.

The OCC addressed compliance and reputation risks that accompany change in terms
practices in AL 2004-10. We made clear that, to avoid consumer misunderstanding and
complaints of unfairness, we exi)ect national banks to do more than merely comply with the v
technical requirements in Regulation Z. The OCC guidance states that national banks should

disclose, fully and prominently in promotional materials, the specific circumstances under which
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the card agreement permits the bank to increase the consumer’s APR, fees, or other costs (such
as for late payment to another creditor). Additionally, if national banks reserve the right to
change the APR, fees, or other credit terms for any reasoﬁ at the bank’s discretion, the OCC
advisory provides that this fact should be disclosed fully and prominently in both marketing

materials and account agreements.

The OCC advisory does not restrict the ability of a bank to base initial credit pricing
decisions, and subsequent changes to pricing, on events of “default” or other risk factors.
Indeed, changes in terms can be appropriate ways to manage credit risk in credit card accounts
and, as noted above, TILA does not prohibit these actions. But, because of the heightened risks
of unfair and deceptive practices involving re-pricing — in particular, when it may not be
apparent to a consumer that the increased rate can apply retroactively to existing balances and
not solely to new balanc¢s -~ we have advised national banks that they should always fully and
prominently disclose this material information before a consumer commits to a credit card

contract.

The OCC’s experience here is a good example of the significant potential effects of
improved consumer disclosures. We believe that, in part because of the disclosures required by
our guidance -- and frankly, in part because of the scrutiny of this Subcommittee in its
deliberations on the Fair and Accurate Credit Transactions Act of 2003 (FACT Act) - national
banks moved away from the practice of simple universal default pricing. Not only did the
disclosures provide consumers with more choice, but they also “shined the spotlight” on the
practice, making it more transparent for the public, critics, and members of Congress — and that

combination of consumer choice and transparency seemed to have a palpable effect on issuer
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behavior. Indeed, the GAO noted in its 2006 report that around the time that the OCC issued AL

2004-10, many issuers stopped using universal default provisions. 10

b. Teaser Rate Marketing and Balance Transfer Solicitations

A common marketing technique used in credit card solicitations involves teaser rates.
Frequently, teaser rates are used in promotions seeking to induce new and existing customers to
transfer balances from other credit cards. The promotional rate, almost always highlighted
prominently in the marketing materials, is usually in effect for a limited period after the account
is opened or the relevant balance is transferred. ’Other important limitations on the availability of
the promotional rate, or on the consumer’s ability to take adilantage of that rate, often apply —
although they may not be disclosed prominently.  For instance, the lower, promotional rate may
apply only to balances that are transferred, and a iligher rate may apply to purchases and other
credit transactions during the promotional period. Frequently, a consumer’s payments during the
promotional period are applied first to the transferred balance, and only after this low-rate
balance is paid off will payments be applied to balances that are accruing interest at a higher rate.
There also may be other costs, such as balance transfer fees, that affect whether the consumer

will benefit from accepting a promotional rate offer.

In some circumstances, consumers can lower their credit costs when they transfer
balances to 2 new account with an introductory rate. The costs and limitéticms on these rates and
accounts, by themselves, are not unlawful or inappropriate —~ but it is vital that the consumer
understands the terms of the transaction. ProBlems arise when consumers accept offers without

understanding the true terms. This, in turn, can lead to increased complaints and increased

1 GAO Report, p. 26.
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exposure to claims of “bait and switch,” especially when the consumer accepts the offer without

knowing the circumstances in which the creditor can change the terms, including unilaterally.

The Federal Reserve Board’s Regulati;)n Z governs many aspects of promotional rate
offers. Direct mail credit card solicitations must display prominently in a tabular format each
APR that will apply to purchases and balance transfers. However, Regulation Z currently does
not restrict the ability of a creditor to highlight only the teaser rate in other materials included in
the mailing without noting any limitations on the offer (or to do so only in fine print)."! Further,
Regulation Z currently requires no disclosure of the order in which payments will be applied to
various balances. Finally, while balance transfer fees must be disclosed in solicitations, they are
not required under existing rules to be disclosed in a “profninent location,” even in solicitations

expressly offering the consumer a promotional rate on a balance transfer.

The OCC’s AL 2004-10 provides guidance on how to "fill in the gaps" in these rules for
the responsible use of promiotional rate advertising. The guidance advises national banks to
disclose fully and prominently the categories of balances or charges to which the promotional
rate will not apply. The advisory also states that a national bank should not fail to disclose fully
and prominently other material limitations, such as the period the rate will be in effect and any
circumstances that could shorten the promotional rate period, and related costs. Moreover, if
applicable, a national bank should disclose fully and prominently that payments will be applied

first to promotional rate balances.

! The Bankruptcy Abuse Prevention and Consumer Protection Act of 2005 amended TILA in several respects to
address disclosures affecting credit card accounts, including disclosures related to “introductory rates,” minimum
payment disclosures, and payment due dates where the creditor may impose a late payment fee.
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c. Marketing Based on Maximum Credit Limits — “Up-to” Offers

Another marketing practice that the OCC has monitored concems promotions based on
the highest attainable credit limit — such as “you have been pre-approved for credit up to
$5,000.” We became concerned when we observed that this marketing might be targeting
consumers with impaired or limited credit history, and potentially enticing them to accept a
credit card based on an illusory "firm offer" of a specific amount of credit. Instead of receiving
the credit line that was promoted, these consumers would»instead receive a “default credit line”
(the minimum credit line) that was significantly lower than the maximum. All too often in
marketing of this type, the possibility that a significantly lower credit line might be extended was
either not disclosed or disclosed only in fine print or in an obscure location. When initial fees
were charged that were high in relation to the credit line extended, consumers who accepted the

offer would end up with little initial available credit and little card utility.

The OCC addressed "up to" marketing in AL 2004-10. The advisory states three general
guidelines for managing risks and avoiding unfair or deceptive practices in these promotions.
First, we advised national banks not to target consumers who have limited or poor credit histories
with solicitations for credit cards advertising a maximum credit limit that is far greater than most
applicants are likely to receive. Second, we advised national banks to fully and prominently
disclose the amount of the default credit line and the possibility that the consumer will receive it,
if it is likely that consumers will receive substantially lower default credit lines. Finally, we
advised national banks not to promote cards on the basis of card utility if the initial available

credit most consumers receive is unlikely to allow those uses.
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~ As noted above, the OCC follows up through the supervisory process to ensure that
national banks are addressing risks idéntiﬁed inagency guidance and making changes as
appropriate to address those risks. Shortly after we issued AL 2004-10, the QCC reviewed direct
marketing materials and credit agreements from eleven national banks with credit card
operations, including the largest issuers, to compare how their disclosures on promotional rates
and changes in terms conformed to the standards in our advisory letter. In general, we found that
most of the banks surveyed disclosed restrictions on teaser rates and the possibility of changes in
credit terms, but that the prominence and completeness of these disclosures needed to be
improved. The materials we reviewed also generally did a good job of telling the consumer what
constitutes a “default™ that will give rise to higher default pricing. The materials typically did
not warn the consumer, however, about the other types of circumstances - short of “default” —
that could result in a change of terms. We provided feedback to the banks we surveyed, and all

of the banks concemed addressed the issues we identified.

While AL 2004-10 includes general guidance as well as a number of specific
recommendations and requirements, I want to emphasize what it does not do. It does not
prohibit universal default, risk-based pricing, or unilateral change-in-terms contract provisions;
nor does it define any préctice as per se unfair or deceptive. While the advisory cautions banks
that such practices may involve unfair or deceptive acts or practices or other violations of law,
particularly if consumers fail to receive appropriate disclosures of these material contract terms,
it does not restrict the ability of a bank to Base initial credit pricing decisions, and subsequent
changes to pricing, on risk féétors. Indeed, as I noted earlier, these practices are not barred by

federal law or Regulaﬁon Z, and if fairly disclosed and implemented, risk-based pricing and

other changes in terms can be appropriate ways to manage credit risk in credit card accounts.
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3 Secured Credit Cards

The OCC also has issued supervisory guidance that focuses on discrete issues affecting
credit card produc.ts, such as our guidance on secured credit cards. These cards require a
borrower to pledgé collateral as security for the credit line extended. The borrowers who receive
these cards typically are individuals with limited or blemished credit histories who cannot
qualify for an unsecured card. In some respects, these products can benefit these consumers by

allowing them to establish or improve their credit histories.

Traditionally, secured credit cards have required that borrowers pledge funds iﬁ a deposit
acpount as security for the amounts borrowed under the credit card account. In the event of
default, the deposited funds may be used to help satisfy the debt. Over time, however, some
issuers began to‘offer secured credit cards that did not require the consumer to pledge separate
funds in a deposit ‘accot.mt as collateral in order to open the credit card account. Instead, the
secuﬁty deposit for the account would be charged to the credit card itself upon issuance. This
practice resulted in a substantial decrease in the amount of credit that was available fo% use by
the consumer when the account was opened. Unsecured credit card products also have been
offered with similar disadvantages, except that account opening fees, rather than a security
deposit, are charged to the account and consume much of the nominal credit line assigned by the

issuer.

These developments in secured credit card programs — in combination with marketing
programs targeted at subprime borrowers that often did not adequately explain the structure or its
likely consequences — meant that consumers were misled about the amount of initial available

credit, the utility of the card for routine transactions, and the cost of the card. Again, existing

29



161

Regulation Z disclosures generally do not provide information to consumers about credit Tlimits
and initial available credit. Moreover, while account oper;ing disclosures prescribed by
Regulation Z require, if applicable, a general disclosure pertaining to security interests, there is
no such requirement for credit card solicitations or advertisements. Thus, these rules omit
disclosure of key information that would provide consumers, at a decision point, a full
understanding of a secured credit card product’s cost and terms. They also offer little guidance

to lenders that may have wished to present such information in a comprehensible and responsible

manner.

The OCC reviewed marketing materials and found significant omissions of material
information about the likely effect that charging security deposits( and fees to the account would
have on the low credit line that was typically extended, and about the consequent impairment of
available credit and card utility. While these marketiﬁg practices generally complied with the
specific credit cost disclosure requirements of TILA and Regulation Z, the OCC determined that
they raisedb considerable compliance risks under the FTC Act as deceptive practices. We also
reviewed whether the practice of charging substantial security deposits and fees to a credit card
account and severely reducing the initial credit availability could also be found to be unfair
within the meaning of the FTC Act. Evidence available to us indicated that consumers were
materially ﬁaﬁned by these practices when the product received by most consumers fails to
provide the card utility and credit availability for which consumers have applied and incurred
substantial costs. Based on this review, the OCC concluded that this practice also posed

considerable compliance risks under the FTC Act.

To address these concerns, the OCC issued Advisory Letter 2004-4, “Secured Credit

Cards.” The advisory directs national banks not to offer secured credit card products in which
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security deposits (and fees) are charged to the credit card account, if that practice will
substantially reduce the available credit and the utility of the card. The OCC also advised that
national banks should not offer unsecured credit cards that present similar concerns as a result of

initial fees charged to the card.

As atesult of our advisory letter, supervisory suasion, and enforcement actions described
below, we believe that the significant supervisory concerns we had relating to secured credit card

products offered by national banks have been addressed.
D. OCC Enforcement Actions

As noted earlier, when our iexaminers identify an issue, they expect it to be fixed in a
timely manner, without having to resort to a formal enforcement action. National banks typically
agree to address deficiencies identified in the examination process, and formal enforcement
actions are not the first tool we look to in order to achieve corrective action and remediation.
Qccasionally, however, a bank may dispute fhe action sought, and a formal action may be
needed, or a fénnal action may be appropriate based on a failure to take the action sought or on
the nature and gravity of the issue. In such cases, the OCC will take a formal enforcement
action. The OCC has authority to address unsafe and unsound practices and to compel
compliance with any law, rule, or regulation, including TILA, the Fair Credit Reporting Act, the
Equal Credit Opportunity Act, and the f)rohibition on unfair or deceptive practices in section 5 of
the FTC Act - the-principal federal statutes that provide specific protections for credit card
applicants and borrowers. This authority allows the OCC to require national banks to cease and
desist from engaging in unsafe or unsound practices or actions that violate consumer protection

laws. Further, the OCC may seek restitution for affected consumers in these and other
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appropriate cases, and assess civil money penalties against banks and their “institution-affiliated

parties.”

In particular, the OCC was the first federal banking regulator to use its general
enforcement authority in combination with the prohibition in section 5 of the FTC Act against
unfair and deceptive practices to bring an enforcement action against a national bank in
connection with the bank’s credit card lending operations. This use of section 5 of the FTC Act
was initially greeted with skepticism, but the OCC believed it was both necessary and lawful to
address practices that the agency concluded were unfair and deceptive. This enforcement

position has since been adopted by all the federal bank regulatory agencies.

Our very first use of this authority in May 2000 led to a consent order that required the
bank to, among other things, provide at least $300 million in restitution for deceptive marketing
of subprime credit cards and ancillary products; cease engaging in misleading and deceptive
marketing practices; and take appropriate measures to prevent such practices in the future,
including by modifying its policies and t_elemarketing scripts to ensure the accurate disclosure of

all fees, charges, and product limitations before a consumer purchases a product.

Siﬁce that time, we have taken seven additional unfair and deceptive enforcement actions
specifically relating to credit card practices, most involving subprime credit card issuers, which
are described in Appendix A. In total, these enforcement actions have provided hundreds of
millions of dollars in restitution to consumers harmed by unfgir or deceptive credit card
practices, and have required changes to reform a variety of credit card practices. ‘ As aresult of

our actions, few, if any national banks today specialize in subprime credit card lending.
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III. CREDIT CARD DISCLOSURES: EXISTING PRACTICES AND NEED FOR
CHANGE

A, Benefits of Effective Disclosure and Shortcomings of Existing Practices

The GAO has observed that disclosures are the primary source of consumer protection
for credit card customers under federal law.'> The OCC agrees with that observation, although,
as indicated above, there héve been particular circumstances in which the agency has directed
card issuers to take particular actions in addition to disclosures to avoid unfair and deceptive
practices or for safety and soundness reasons. We believe that truly effective disclosure of credit

card fees, costs, and material terms has three fundamental benefits.

First, it provides consumers with meaningful choice, as it allows them to fairly compare

the terms of available credit products.

Second, it causes card issuers to engage in healthy competition on the terms disclosed in
order to.affect those consumer choices, with more firms seeking to provide the terms that
consumers really want. Indeed, one can make a strong aréument that the simplified disclosures
providcd in the “Schumer box” as the result of legislation in 1989 helped stimulate the
competition that resulted in today’s prevailing practice of lower interest rates and the virtual

elimination of annual fees.

Third, it makes card issuer practices more transparent, and the glare of publicity can itself
affect issuer behavior in ways that benefit consumers. Public scrutiny and criticism of the most
aggressive credit card practices, including congressional hean'ngs like thi§ one today, have
plainly been a factor in causing a number of card issuers to move away from such practices.

Meaningful, effective disclosure facilitates this process — and can cause issuers to think long and
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hard before engaging in a new type of aggressive practice that will be exposed immediately to

public view.

These, then, are the potential ‘benefits of effective public disclosure. But as this hearing
demonstrates, the past few years have witnessed increasing public concern ,abéut whether credit
card disclosures are in fact truly effective. These increased concems coincide with — and ’
possibly reflect — significant changes in the way credit card accounts are marketed and managed
by card issuers. Indeed, the GAO recently concluded that the disclosures about credit cafds
currently required by federal regulations have not been effective in protecting consumers against
inaccurate and unfair credit card practices.”* Among other things, the GAO found that

disclosures were:
» Written at a level that is not likely to be understood by many consumers;
* Poorly organized and formatted; and
¢ Overly complex and detailed.

The GAO determined that federal regulations also have not been effective in helping consumers
understand certain material terms and conditions of their credit card accounts, including default
interest rates, other penalty rate increases, late payment fees, cash advance fees, grace periods,

and balance computation methods.

In addition to issues of disclosure quality, a number of credit card practices in existence

today have been criticized as inappropriate, misleading, or even unfair to consumers, and some

'2 GAO Report, p 33.
> GAO Report, p. 33.
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have called for the federal banking agencies — or Congress — to flatly prohibit the practices. For
example, practices such as universal default, unilateral change in terms, and the two-cycle
average daily balance computation method (“double-cycle billing”) have been singled out for

particular criticism.

As described above, universal default provisions are triggered and permit a creditor to
impose higher rates of interest on new and/or existing credit card balances where the consumer is
delinquent on énother obligation to the same institution or to another lender. Unilateral change-
in-terms provisions, which are common in open-end credit card agreements, pemit a lender to
change any terms on a credit card account, including the interest rate, for any reason and at any
time, most frequently based on indicators of change in the consumer’s risk profile, subject to
advance notice to the consumer. Double-cycle billing permits a creditor to compute the finance
charge based on two billing cycles ifa consumer', with no prior balance, makes only a partial
payment of the balance by the payment due date. In effect, with double-cycle billing, the “grace
period” for making payments wifhout incurring a ﬁﬁance charge is retroactively eliminated. (To
illustrate, if a consumer who made $1,000 in purchases in month one pay‘s only $990 of the
balance by the payment due date, $10 is carried over into the month two billing cycle. If the
credit card issuer uses the double-cycle billing method and no new transactions are made in
month two, finance charges on this account \x;ould be calculated taking the average daily balance
of $1,000 in month one and $10 in month two, instead of calculating it on just the average daily

balance of $10 in month two.)'*

Absent effective disclosure, particular practices may not only be unexpected, but also

perceived by the consumer as unfair, such as imposing a penalty rate on existing balances when
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the consumer assumed that the rates in effect when the transactions were made would apply until
the balances were paid in full, or eliminating the grace period if the consumer’s payment is less
than the entire outstanding balance when the consumer assumed that it would apply to the extent

of any payment made.

As already described, the OCC hgs taken a number of steps to address the issues raised
by inadequate and ineffective disclosure of credit card practices, as well as pi‘actices that raise
safety and soundness issues or may be characterized as unfair or deceptive under the FTC Act.
The tools we use include comprehensive examinations, complaint resolution, and enforcement
actions. In addition, we have taken a number of supplementary steps — inclﬁding issuing
preventive guidance — to address issues particular to credit card activities that are not specifically
addressed by federal laws or regulations, specifically including inadequate and ineffective
disclosure. And, we have seen real improvements in credit card operations as a result of our

supervisory activities and corrective steps taken - at our behest — by national banks.

But there are limitations to what can be accomplished through unilateral OCC
supervision, supervisory guidance, and case-by-case enforcement actions to change disclosure
practices across a highly competitive industry where we do not have rule-writing authority and
where some major participants are not subject to OCC supervision. Moreover, the OCC is
limited in what we can do where the practices at issue have not been specifically restricted by
Congress or existing regulations, and indeed, in some cases are implicitly authorized by

Regulation Z in that the regulation expressly prescribes how such practices must be disclosed.

* GAO Report, at pp. 27-28.
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B. Federal Reserve’s Proposed Changes to Regulation Z

That is why the Federal Reserve Board’s undertaking to review and revise its Regul'ation
Z disclosure rules is such an important step. Changes to Regulation Z would set new, uniform
standards for all credit card issuers, not just national banks. This provides the opportunity to
give all credit card customers the key kinformation they want, at the times that they need it, ina

form they can readily understand and use.

The Board’s current rulemaking is its first major proposed revision to the Regulation Z
rules on credit card disclosures since its implementation in 1989 of the Fair Credit and Charge
Card Disclosure Act. The features of credit card p?oduc‘tsbthat were determined to be most
important to consumners then are not necessarily the most imponant today, given the substantial
changes in marketing and product structure and pricing. Thus, the Board’s pending rulemaking
provides an important and timely opportunity to address industry developments over the past
eighteen years, and to develop disclosure rules applicable to all credit card issuers that are
effective in helping consumers understand material terms and conditions of credit card products,

without undue compliance burden.

Given our supervisory responsibilities, the OCC has a strong interest in the Board’s
review and revision of the Regulation Z disclosure rules, and we are encouraged that the Board’s
recent proposal appears to reflect the type of new approach to consumer disclosures that the

OCC has been advocating.

In 2005, the OCC submitted a detailed comment letter in response to the Board’s

Advance Notice of Proposed Rulemaking. Among other things, the OCC urged the Board to
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employ both qualitative and quantitative consumer testing,'* such as the consumer testing
process used by the Food and Drug Administration to develop the “Nutrition Facts” label, to
ensure that credit card disclosures:
e Focus on key information that is central to the consumer’s decision making (with
supplementary information provided separately in a fair and clear manner);

¢ Ensure that this key information is highlighted in such a way that consumers will
notice it and understand its significance;

* Employ a standardized disclosure format that consumers can readily navigate; and

» Use simple language and an otherwise user-friendly manner of disclosure.

We also encouraged the Board to reconsider Regulation Z’s historical reliance on
prescriptive disclosure requirements, and to evaluate whether this approach is best suited to

consumer and industry needs in today’s rapidly evolving consumer credit markets.

In addition to these general themes, the OCC’s comment letter described a number of
specific anomalies currently in Regulation Z, and we highlighted certain issues that we believe
should be included in any revisions té the rules. For example, we urged the Board to consider
whether amendments to Regulation Z could address some of the confusion and concern
regarding universal default and4uni1ateral change-in-terms re-pricing. Regulation Z currently
addresses the various ways in which an account may be re-priced in very different - and perhaps
anomalous — ways. For example, the current Schumer box disclosure requirements do not treat

all re-pricing mechanisms the same:

' Eight federal agencies, including the federal banking agencies, recently published a proposed model privacy
notice that was developed following in-depth consumer testing. See 72 FR 14940 (March 29, 2007).
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s Variable Rates. The issuer must specifically disclose the fact that the rate may vary and
provide an explanation of how the rate will be determined, and must comply with
detailed rules about the actual numerical rate that is disclosed.

e Promotional Rates. The issuer must specifically disclose the promotional rate and
provide a large print disclosure of the rate that will apply after expiration of the
promotional rate is required. There is no requirement, however, to disclose the different
circumstances under which the promotional rate will be or may be terminated.

o Penalty Rates and Universal Default. While the issuer must provide specific disclosure
of the increased penalty rate that may apply upon the occurrence of one or more specific
events, the disclosure of those events is not required to be particularly detailed, or
necessarily prominent. Moreover, no disclosure of the duration of the penalty rate is
required.

e Unilateral Change in Terms. The issuer is under no obligation to disclose its reservation
of a unilateral right to increase the interest rate, fees, or any other terms of the account.

Based upon our preliminary review of the Board’s proposal, we believe the new approach
to disclosures reflected in the Board’s proposal is very constructive and consistent with a number
of the suggestions that we made. We particularly endorse the Board’s extensive use of consumer
testing to guide the design of effective disclosure material and the Board’s commitment to
further testing after it receives comments from the public on the proposal. The proposal also
takes steps to address various change-in-terms issues &1&'( are the source of many consumer
complaints. We also commend the proposal’s approach to use standardized formats for
disclosures in various contexts, such as account opening, periodic statements, and change-in-
terms notices. As we study the proposal further, we expeét to have further comments and
suggestions on it. For example, we believe that the Board should explore the possibility,
consistent with its legal authority, of providing consumers with the right to opt-out of unilateral
changes in terms that increase pricing on existing credit balances. As noted above, the ability to
opt-out of changes in terms is already provided by most large national banks to their credit card -
customers. Of course, we are still in the process of reviewing all of the details of the proposal in

light of our recommendations, our existing guidance, and our supervisory experience with credit
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card issuers, and we look forward to working with the Board on these issues as their rulemaking

progresses.
IV. CONCLUSION

In a relatively short time, credit cards have become a credit and payment access device
that is used by a majority of Americans. Credit cards provide substantial benefits to consumers,
including convenience, security, and worldwide acceptance. And, they generate substantial

benefits to the economy.

Credit card terms, marketing, and account management practices have been changing in
recent years in response to intense market competition for customers and revenue. While these
mafket innovations have resulted in benefits to consumers, the beneficial impact has not always
been uniform. Developments in account management and pricing practices have made the terms
of credit cards more complex and difficult for consumers to understand. The OCC has addressed
some of these risks through our supervision of national bank credit card operations, our
enforcement actions, and our supervisory guidance, but there are limits to what the OCC can do,
alone, across a highly competitive industry where some major participants are not subject to

OCC supervision.

Although there have been calls for legislative and regulatory restrictions on certain credit
card practices, the focus of today’s hearing is on the role of consumer disclosures in regulating
the credit card marke‘t. It ié clear that current disclosures are not working well. That is why the
Board’s undertaking to review and revise its‘ disclosure rules under Regulations Z is so
important. Changes to Regulation Z would set new standards that apply to all participants in the

credit card industry. And improved disclosure industry-wide can have multiple benefits for
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consumers: informed consumer choice; issuer competition to provide consumers the terms they
want; and transparency that would “shine the spotlight” on credit card practices making it more

difficult for issuers to withstand public criticism of those practices that are especially aggressive.

Will such improy;ed disclosure be sufficient to address the fundamental issues raised by
current credit card practices? We certainly hopé so, and we believe the proposed changes to
Regulation Z, along with other sound changes that likely will be suggested during the comment
period, show real promise of addressing many important issues that have been raised in the
current debate. Moreover, we would note that — partly due to public criticism raised by members
of Congress and others — most national bank issuers have already moved away from such
practices as universal default and double-cycle billing. We also believe, however, that since
credit card practices are regulated primarily through consumer disclosures, more frequent
reviews of, and updates to, the applicable Regulation Z disclosure rules than has been the case in

the past would be beneficial.

In addition, there are potential costs associated with going beyond disclosure, which has
been the cornerstone of federal consumer protection regulation for credit card users. As I noted
at the outset, open-end credit such as credit cards, where each transaction is a new extension of
unsecuredb credit that is not separately underwritten, requires ongoing and prudent risk
management. Banks need to have the tools to contain their credit risk on credit card accounts
due to risk factors such as fluctuations in the rate environment, adjustments in business strategy,
market developments, and changes in a borrower’s creditworthiness. This can be done in part by
closing accounts, shortening account expiration dates, and/or limiting further credit advances.
But, risk-based pricing is also an effective tool used by card issuers to target and manage such

risks — so long as it is effectively disclosed. Proposals to restrict this tool could have unintended
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consequences regarding banks’ ability to manage risks, or in the alternative, on the availability

and affordability of credit cards more generally.

As Congress continues to weigh these issues, the OCC stands ready to provide additional

information that the Subcommittee may need based on the OCC’s supervision of national banks.
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Appendix A

* (Consent order — September 25, 2000). Bank required to discontinue its misleading and
deceptive advertising of credit cards and to take appropriate measures to prevent the
recurrence of such advertising.

(Consent order —~ May 3, 2001). Bank required to provide restitution of approximately
$3.2 million for deceptive credit card marketing, to discontinue its misleading and
deceptive marketing practices, and to make substantial changes in marketing practices.
(Consent order —~ December 3, 2001). Bank required to provide restitution of at least $4
million for misleading and deceptive credit card marketing, to discontinue its misleading
and deceptive advertising practices, and to make substantial changes in its marketing
practices and consumer disclosures.

(Formal agreement — July 18, 2002). Bank required to discontinue its misleading and
deceptive advertising practices, and to take appropriate actions to prevent deceptive
advertising concerning credit lines and the amount of initial available credit.

(Consent order — January 17, 2003). Bank required to provide restitution of at least $6
million for deceptive credit card marketing practices, to obtain prior OCC approval for
marketing subprime credit cards to non-customers, to cease engaging in misleading and
deceptive advertising, and to take other actions. »
(Formal agreement — March 25, 2003). Bank required to provide restitution for deceptive
practices in connection with private label credit cards, resulting in a pay out of more than
$6 million to date, and to make appropriate improvements in its compliance program.
(Formal agreement — July 31, 2003). Bank required to make restitution of approximately
$1.9 million for deceptive credit card practices.

(Consent order — May 24, 2004). Bank required to make at least $10 million in
restitution for consumers harmed by unfair practices, and prohibited from offering
secured credit cards in which the secﬁrity deposit is charged to thé consumer’s credit card

account.
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Testimony of John G. Finneran, Jr., General Counsel, Capital One Financial
Corporation before the United States House Subcommittee on Financial
Institutions

June 7, 2007

Chairwoman Maloney, Ranking Member Gillmor and Members of the Committee,
good morning. My name is John Finneran and | am the General Counsel of
Capital One Financial Corporation. Thank you for this opportunity to address the
Subcommittee. Capital One is the 11" largest diversified financial institution in

the country and the 5" largest issuer of credit cards.

Today, the credit card is among the most popular forms of payment in America.
It is valued by consumers and merchants alike for its convenience, efficiency and

security.

As the GAO noted in their recent report on this topic, the past decade has seen
substantial change in the availability and pricing of credit cards. Today, many
more Americans have access to credit through credit cards than at any previous
time. As the GAO found, interest rates have come down significantly for the
majority of consumers and most pay no annual fees. Consumers who choose to
pay in full each month, as more than half of ail credit card holders do, pay no

interest.
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Credit cards have also become more complex, with a variety of benefits and
terms. The disclosure regime under the Truth in Lending Act, as implemented by
Regulation Z, did not contemplate this complexity. In recent years, Capital One
has implemented a “dynamic disclosure” regime — focused on simple and timely
communication of critical information — but has found itself constrained by

outdated requirements and the current limits of the Schumer Box.

Today we focus on the Federal Reserve's proposed comprehensive overhaul of
Regulation Z. We at Capital One want to join with those who have praised the

Board for the depth and thoroughness of its proposal. Capital One commented
in advance of the rule with its own recommendations for comprehensive change,

and we are pleased to find in this Proposal rules that incorporate many of our

recommendations.

For years, Capital One has been focused on two critical priorities which we
believe to be essential to _the empowerment of our customers and the health of
our industry — disclosure and defauit repricing. Although we have not had time to
assess the full implications of this Proposal, we believe that the Board has

focused appropriately on these issues, as well.

Consumers, regulators and the industry all agree that disclosures must be
improved. The Federal Reserve's effort marks a landmark advance in how

disclosures are developed. To craft its model disclosures and notices, the
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Federal Reserve went directly to consumers, administered focus groups and
tests, and drafted recommendations based on what they learned. Consumer
testing has been an integral part of Capital One’s business strategy since its

inception, and we are strong believers in its merits.

The Federal Reserve’s proposal, if adopted, would transform the basic concept
of disclosure altogether. It would move to a targeted regime of plain Engiish
notices that are delivered to customers at the moment when they are most

relevant to them. We strongly support the Board’s proposal in this regard.

As importantly, the Federal Reserve’s proposal has identified what Capital One
believes to be the most challenging practice in the industry today — aggressive
default repricing. Requiring card issuers to notify consumers forty five days prior
to default repricing is a bold proposal. Capital One has addressed this issue in a
different way — with a single, simple default repricing policy that provides our

customers with a warning before we will consider taking any action. Qur policy is

that Capital One will not default reprice any customer unless they pay 3 or more

days late twice in a 12 month period. After their first infraction, customers are

provided with a prominent statement on their monthly bill alerting them that they
may be repriced if they pay late again. Furthermore, the decision to reprice
someone is not automatic. For many customers, Capital One chooses not to do
so. If we do reprice someone, we will let them earn back their prior rate by

paying us on time for twelve consecutive months. This process is automatic.
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To be clear, Capital One does not practice any form of “universal default.” This
has been our long-standing policy. We will not reprice a customer if they pay late
on another account with us or any other lender, or because their credit score
goes down for any reason. In addition, Capital One will not reprice customers if

they go over their limit or bounce a check.

While the Federal Reserve offers a different approach, we share the same goal:
ensuring that customers receive a warning before they are repriced, and an
opportunity to learn about the potential consequences of their behavior. We
hope the Federal Reserve will consider the merits of our current approach, and

determine whether some additional flexibility in the final rule is warranted.

Although the optimal means of eliminating aggressive default repricing may be
the subject of some debate during this hearing, Capital One recommends that
the Federal Reserve go one step further: issuers should be required to tell
customers the specific type of infraction that caused the change in their interest
rates. Today, when a customer is repriced for breaking a contractual rule, such
as paying late, going over their limit or defaulting on another account, the issuer
is under no obligation to explain why. We believe that disclosing the infraction
that caused the repricing will create a “teachable moment” and will enable

customers to gain the full benefits of greater transparency.
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With these achievements alone ~ a new disclosure regime and an extended
warning period for repricing - the Fed has broken significant new ground. As
issuers, however, we have an obligation to ensure that customers not only
understand the products we offer, but that our practices meet the standards of
reasonableness and fairness our customers expect. To this end, Capital One
continuously reviews and makes changes to its practices in light of changing

customer preferences.

Consistent with the Board’s proposal, Capital One has adopted strict policies
regarding the marketing and treatment of fixed rates. Our fixed rates are not
subject to any form of repricing during the specific period for which they are
promised. This policy has been in effect for several years, and we are pleased
that the Board has sought to achieve consistency across the industry on the use

of this term.

Similarly, another practice that may cause customer confusion is double-cycle

billing. Capital One has never used double-cycle billing.

The overwhelming majority of Capital One’s customers use their accounts
responsibly and enjoy the many benefits this form of payment offers. Capital
One looks for early indications, however, that a particular customer may be
experiencing challenges. For example, any customer who pays us only the

minimum for three consecutive months receives a notice on their statement that
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emphasizes the consequences of this practice and encourages them to pay
down their balance more quickly. Capital One also provides them with a web
address where they can use our online calculator to see for themseives the cost
of paying only the minimum, as weli as the benefits of paying additional principal.
While we support the Federal Reserve’s efforts to provide more information in
this regard, we believe that our current approach — providing notice only to those
who actually routinely pay the minimum ~ enhances the relevancy of the
disclosure and better advances the Federal Reserve’s stated objective of

developing a more targeted and dynamic disclosure regime.

In conclusion, we believe that the Federal Reserve’s proposal represents a
positive step forward for consumers and our industry. At Capital One, however,
we do not view it as a substitute for continuously adapting our practices and
policies to keep up with consumer demand, the rigors of competition and the
standards of sound banking. Capital One has over 30 million credit card
customers, the vast majority of whom have a good experience with our product.
When they don’t, we regard that as a failure and seek to find out why. In a highly
competitive market, we must continuously strive to improve our products and

services if we are to attract and retain the best customers.

Thank you and | look forward to answering any questions you may have.
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WRITTEN STATEMENT OF JAMES A. HUIZINGA
SIDLEY AUSTIN LLP

BEFORE THE SUBCOMMITTEE ON FINANCIAL INSTITUTIONS
AND CONSUMER CREDIT

IMPROVING CREDIT CARD CONSUMER PROTECTION:
RECENT INDUSTRY AND REGULATORY INITIATIVES

JUNE 7, 2007

Good morning Chairwoman Maloney, Ranking Member Gillmor, and members of the
Subcommittee. My name is Jim Huizinga and I am a partner in the Washington, DC office of
Sidley Austin LLP. T have advised clients on credit card programs for over 25 years. It is my
pleasure to appear before you today to discuss the evolution of the credit card industry and the
recent proposed revisions to Regulation Z by the Board of Governors of the Federal Reserve
System (“Board”).

Congress enacted the Truth in Lending Act, or TILA, almost 40 years ago to provide
consumer protections in the developing consumer credit marketplace. The Board has regulatory
authority to implement TILA through its Regulation Z. TILA requires comprehensive cost
disclosures for consumers so consumers can shop for credit on an informed basis, and thereby
facilitates competition among creditors. Standardized disclosures under TILA foster competitior
among credit card issuers on the basis of the account terms that Congress and the Board have
determined are the most important to consumers, such as interest rates and fees. Competition
facilitated by these disclosures is especially effective in the credit card industry because there is
wide availability of credit card offerings, and balance transfer features allow consumers to move
easily from one card issuer to another at little or no cost.

The last overhaul of the credit card rules in Regulation Z was in the early 1980’s, when
credit cards were generally a “one size fits all” product. Many of us remember when it seemed
like most cards had a $20 annual fee and 19.8% APR. However, advances in credit underwriting
and technology over the last 25 years have allowed card issuers to adopt more sophisticated and
individualized pricing models. For example, risk-based pricing allows credit card issuers to
tailor the costs of credit to the individual risks presented by different consumers. Risk-based
pricing benefits consumers by lowering the cost of credit to many consumers while making it
possible to offer credit to those who are less creditworthy. In addition, like in many other
industries, credit card issuers have increasingly “de-bundled” pricing so that fees are imposed on
users of particular services or cardholders that cause issuers to incur particular expenses. From
an economic standpoint, the current pricing models can provide significant advantages to
consumers.

The recent study of the credit card industry by the General Accounting Office (“GAQ™)
shows that newer pricing methods are providing benefits to many consumers. The GAO found
that a majority of consumers had lower interest rates in 2005 than they had in 1990, and that
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since 1996 credit card interest rates generally have fallen with market rates like the prime interest
rate. In addition, the GAQ found that, over the same general time period, there was no
significant increase in the total of annual fees and penalty fees paid by cardholders, and the
profits of major credit card issuers remained relatively level. In 2005, approximately 80% of
credit card accounts were assessed interest at rates lower than 20% and about 40% were assessed
interest at rates lower than 15%.

Although the credit card industry has evolved significantly over the years, TILA’s basic
methods of protecting consumers -- helping consumers shop for credit on an informed basis and
increasing competition among credit card issuers -- can be just as effective today as when
Regulation Z was first adopted. Indeed, the development of balance transfers in relatively recent
years has intensified competition among credit card issuers and increased the effectiveness of
disclosures. However, it is appropriate to update Regulation Z disclosures to enhance
consumers’ ability to shop for credit cards in today’s marketplace on the basis of the most useful
information. The Board recognized this need to update Regulation Z several years ago, and
published an advance notice of rule making at the end of 2004. Further, just two weeks ago, the
Board released an exhaustive 800-page proposal that comprehensively considers current pricing
methods and practices in the credit card industry, and would rewrite major portions of the credit
card rules in Regulation Z.

The Board’s proposal seeks to increase the understandability and usefulness of
Regulation Z disclosures. Although it is likely that industry and consumer groups will both seek
many changes to the Board's proposal, I believe there is strong support for the notion that credit
card disclosures can be improved. I also believe the proposal is, generally, a major step in the
right direction. 1think it is critically important that, for the most part, the proposal avoids price
controls and similar restrictions. Price controls seldom work and it is far preferable to allow the
fierce competition in the marketplace to drive the future development of credit card products.
Credit cards have come to play an increasingly important part of most consumers’ lives,
providing many benefits not available through other financial service products. We take
shopping on the Internet or by telephone, renting a car or reserving a hotel room, and obtaining
interest free loans for granted. But price controls can threaten the widespread availability of
credit cards, especially for those less creditworthy, and artificially distort pricing mechanisms.
Price controls are especially unwarranted in light of the proposed improved disclosures under
Regulation Z that will allow consumers to take better advantage of vigorous competition in the
marketplace to find the credit card product most suited for them.

Significantly, the Board’s proposal is based on actual consumer testing on which types of
disclosures actually work. The Board has attempted to determine what consumers want to see in
disclosures, not necessarily what consumer groups, industry, or the Board itself might assume
consumers want. The Board used the consumer testing to develop disclosures that are aimed at
those account terms most important to consumers in shopping for credit. The Board explicitly
stated that consumers could easily suffer from information overload if the disclosures were too
dense with jargon or terms that consumers do not understand, or simply too long. The Board
also designed the revised disclosures to present important information in a way that increases
consumer understanding, and also recognizes that many consumers do not want to spend a lot of
time studying disclosures that are written in excessive detail.
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The Board’s proposal contains very significant changes in disclosures based on these
considerations. Broadly speaking, among other things, the Board proposes:

(1) to improve and increase disclosures relating to newer pricing methods, including
“penalty” pricing;

(2) to expand use of standardized charts to facilitate easy and quick review of credit terms,
including new disclosure charts when an account is opened and when account terms are
changed;

(3) to use new terminology that consumers understand, such as “interest” and “fees,”
instead of legal terms such as “finance charge” that have little meaning to consumers; and

(4) to group information on monthly billing statements so the disclosures are more
meaningful and understandable to consumers.

The Board’s proposal also would adopt a significant substantive protection to facilitate
the ability of a consumer to move credit card balances to another creditor because of an interest
rate increase. In particular, Regulation Z would extend the advance notice period for interest rate
increases from 15 to 45 days and, for the first time, apply that longer notice period before penalty
interest rates could be imposed. These changes are designed to better allow a consumer to shop
for a new credit card, such as by responding to a solicitation in the mail or by walking into a
local bank branch, and to transfer a credit card balance to a new creditor if the consumer
qualifies for a better rate.

Having said this, I also believe the Board may need to consider some changes to its
proposal. It is far too early to assess the operational impact some of the revisions may have.
Some of the items included in the proposal, however, appear at first blush to impose significant
costs on the industry without providing counterbalancing benefits to consumers. The net result
may be increased credit costs for consumers without appreciable consumer benefits. For
example, the expectation that certain disclosures would be provided on legal size paper is a
costly proposition, especially when standard sized paper would probably provide comparable
results for consumers. Furthermore, the Board’s proposed complete redesign of periodic
statements will require substantial resources for card issuers which may or may not be justified
in light of the fact that periodic statements tend not to be particularly confusing for consumers
today. The prohibition on adjusting consumers” APR based on risky behavior for 45 days——even
if the adjustment is part of the contract—may also go too far.

In conclusion, I believe that the underlying approach of TILA and Regulation Z to
consumer protection for credit cards is just as, if not more, effective as when originally adopted.
Given the significant competition in the credit card marketplace, a well informed consumer can
have literally dozens of options when choosing a credit card. Over the past several years it has
become clear that Regulation Z needs an overhaul if consumers are to be well informed with
respect to credit card products. The Board has done an admirable job in proposing necessary
changes to Regulation Z to ensure consumers do, in fact, receive the information they need with
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regard to today’s credit card products. As Congress has determined time and time again when
enacting, amending, and reviewing TILA, full disclosure is the best approach to consumer
protection and credit cards. Given the Board’s proposed revisions, I do not believe it is
appropriate to change course.

Thank you again Chairwoman Maloney for the opportunity to appear before your
Subcommittee today. I would be happy to answer any questions you may have.

DC1 971568v.3
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I. Introduction

The National Credit Union Administration’s (NCUA) primary mission is to
ensure safety and soundness, as well as compliance with applicable federal
regulations for federally insured credit unions. It performs this important public
function by examining all federal credit unions, participating in the supervision of
federally insured state-chartered credit unions in coordination with state
regulators, and insuring credit union member accounts. in its statutory role as
the administrator for the National Credit Union Share insurance Fund, NCUA
provides oversight and supervision to approximately 8,305 federally insured
credit unions, representing 98 percent of all credit unions and approximately 86

million members.

NCUA has enforcement authority for Regulation Z in all federally chartered
credit unions. In addition to the provisions of the Truth In Lending Act (TILA) and
Regulation Z, federal credit unions are subject to further requirements in the
Federal Credit Union Act and NCUA’s Rules and Reguiations. NCUA evaluates
federal credit union compliance with these requirements through its examination

and supervision process.

' Approximately 174 state chartered credit unions are privately insured and are not subject to
NCUA oversight.
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Credit Unions and Regulation Z

The TILA encourages the informed use of credit by consumers. It
promotes meaningful disclosure of credit terms to enable consumers to compare
credit terms and also protects consumers against inaccurate and unfair credit

billing and credit card practices. 2

The Federal Reserve Board’s (FRB) Regulation Z implements TILA. 3
Regulation Z applies to both federally-chartered and state-chartered credit
unions. While NCUA is responsible for examining and enforcing federal credit
union compliance with Regulation Z, the Federal Trade Commission has

responsibility for its enforcement for state-chartered credit unions.*

NCUA is authorized to and has established its own examination
procedures to enforce compliance with Regulation Z, using a risk-based
examination and supervision approach.’ NCUA can require a federal credit
union to adjust a borrower’s account to correct errors resuiting from an
inaccurately disclosed annual percentage rate or finance charge. NCUA also
can exercise the cease and desist authority it has under the Federal Credit Union

Act to correct an unsafe or unsound business practice or a violation of applicable

215U.8.C. § 1601.

*12C.F.R. § 226.

* Consumer Credit Protection Act, § 108(c) of title L.
* See infra page __.
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laws and regulations.® If a credit union fails to comply with the requirements of a

cease and desist order, civil money penaities may be assessed.

In addition to its examination and enforcement authority, NCUA alerts
federal credit unions of FRB changes to Regulation Z, informs federal credit
unions of operational matters for their consideration related to the regulation,
responds to inquiries from federal credit unions, responds to complaints from
credit union members, and consuits with the legal staff of the FRB regarding
Regulation Z matters. NCUA uses Regulatory Alerts, Letters to Credit Unions,
and Legal Opinion Letters to assist federal credit unions, and where appropriate,
federally-insured state-chartered credit unions, in remaining informed of their
responsibilities under the regulation and in promoting safe and sound business

operations.

Regulatory alerts are used to communicate information about regulatory
changes by other federal agencies to federal credit unions. NCUA has issued
several regulatory alerts to federal credit unions concerning FRB revisions and
amendments to Regulation Z.” Letters to Credit Unions are used to relay
guidance and instruction arising from NCUA’s internal experience and

observation to federal credit unions and, where appropriate, federally-insured

$12U.S.C. § 1786(b),(e).

7 Revised Regulation Z Commentary (97-RA-7), Revisions to Regulation Z (98-RA-1), Interagency
guidance on Electronic Financial services and Consumer Compliance (98-RA-4), Regulation Z Truth in
Lending (01-RA-01), Interim Final Rules Amending Regulations B, E, M, Z and DD ~ Electronic Delivery
of Required Disclosures (01-RA-08), Amendment in Lending to Regulation Z Truth in Lending (01-RA-
15), Regulation Z Implementation of Home Ownership and Equity Protection Act, and Regulation Z —
Revisions to the Official Staff Commentary (03-RA-08).
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state-chartered credit unions. Since 1977, NCUA has provided credit unions with
letters discussing various Truth-in-Lending matters, for example, disclosures
concerning payroll deduction plans,? interest rate adjustment errors for
Adjustable Rate Mortgage loans,? and compiiance and other risks in home equity
lending.® NCUA has not issued any Letters to Credit Unions concerning credit
card activities recently as the agency’s examination data and complaint data
have not indicated any systemic or pervasive problems in this area.'" Legal
Opinion Letters are used to clarify and discuss the application of existing
regulatory requirements to specific scenarios, and, when responding to questions
concerning Regulation Z, NCUA consults with legal staff at the FRB. NCUA has
addressed a number of Reguiation Z topics in this manner, such as, whether a

particuiar fee is a finance charge'? and risk-based pricing disclosures. '

¥ Truth-In-Lending Disclosures — Payroll Deduction Plan 2 (Letter to Credit Unions No. 16, 11/18/77,
inactive).

° Interest Rate Adjustment Errors for ARM Loan (Letter to Credit Unions No. 120, 01/00/91).

19 Risks Associated with Home Equity Lending (05-CU-07, May 2005).

'1 See infra at page .

"2 For example, OGC Opinion Letter Nos. 91-0412 (Re: Late Charges), 00-1217 (Re: Interest Rate Limits
and Transaction Fees on Credit Card Cash Advances), and 05-0903 (Re: Skip-A-Payment Disclosures).
' For example, OGC Opinion Letter Nos. 98-0141 (Re: Risk-Based Pricing Disclosure Notice) and 04~
0325 (Re: Risk-Based Credit Card Accounts).
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Il. Credit Card Programs In Federally Insured Credit Unions

Federaliy Insured Credit Unions
As of March 31, 2007, 50 percent of all federally insured credit unions

(4,190) offer credit cards to their members. Federally insured credit unions
represent a small portion of the credit card market with outstanding credit card
balances totaling $25.7 billion, or roughly 3 percent of the $775 billion of
outstanding credit card balances in the entire marketplace.™ Federally insured
credit unions represent 6 percent of the $410.6 billion in outstanding credit card
balances at all federally insured depository institutions.'® Credit card loan growth
in federally insured credit unions has averaged 4.28 percent over the last five
years, with outstanding credit card balances representing 5 percent of their total
loans outstanding. The average outstanding credit card balance reported by
federally insured credit unions at the end of 2006 was $2,117 per account, with
an average reported interest rate of 11.38 percent. The most frequently reported

interest rate was 9.9 percent.

" Based on 12/31/2006 data supplied by Brookwood Capital, as referenced in the May 9 edition of the

Credit Union Times magazine, Vol. 18, No. 19, 2007,

' NCUA data from 03/31/2007 5300 Call Report and FDIC- Statistics on Depository Institutions
Report, Net Loans and Leases for all depository insured institutions as of 12/31/2006. 31 Dec.
2006. Federal Deposit Insurance Corporation. <http://www2.fdic.gov/sdi/main.asp>.
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More than 60 percent of all federally insured credit unions issuing credit

Federally Insured Credit Unions Issuing Credit Cards
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cards to their members are institutions with assets of iess than $50 million.
These credit unions do not enjoy the same economies of scale as large issuers.
Federally insured credit unions often partner with other credit unions, credit union
service organizations, card processors, or card issuers in order to reduce the
significant operating expenses required for the processing and servicing of credit

card programs.

As interest rates and credit union cost of funds for federally insured credit
unions have risen, the net interest margin earned on all loan types has declined.
Since all federal credit unions are prohibited from increasing their loan rates
beyond a current regulatory 18 percent cap and market interest rates have
increased, the interest margin available to cover the losses from higher risk

borrowers has declined for many federally insured credit unions.'® Rising

112 U.S.C. §§1757(S)AX(vii)
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variable costs and fixed interest margin potential may have persuaded many

federally insured credit unions to sell or discontinue

Federally insured Credit Unions
and Credit Card Activity
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their credit card programs in recent years. Credit card portfolio brokers estimate
318 credit unions have sold their credit card portfolios totalling approximately
$2.2 billion in outstanding credit card balances over the last five years."”
Through portfolio sales and consolidation, the number of federally insured credit

unions issuing credit cards has declined by more than 13 percent since 2002.

Federal Preemption of State Law

By comparison with other federal financial regulators, NCUA has narrowly
exercised its authority under the U.S. Constitution and the Federal Credit Union

Act to preempt state laws."® In brief, NCUA, by reguiation, only preempts state

' Credit card portfolio sales data for credit unions with more than $1 million in credit card balances
outstanding. Brookwood Capital. Press release dated May 21, 2007. <http://www brookwoodcapital.net>
*® For example, NCUA has not asserted preemption of state law on behalf of or for the benefit of credit
union service organizations (CUSOs). CUSOs are legal entities, generally organized as corporations under
state law, in which federal credit unions can invest or to which they can lend if the CUSO is engaged in
certain approved activities related to the routine operations of credit unions. 12 U.5.C. §§1757(5)D),
1757(7); 12 C.F.R. §712.5. NCUA does not have direct jurisdiction; it is noted the recent case of Watters

7
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laws affecting the rates, terms, and conditions of loans that federal credit unions
can offer and state laws affecting fees for opening, maintaining or closing

savings, checking, and certificate accounts.'

Federal preemption, for NCUA and other federal regulators, stems from
the Supremacy Clause of the U.S. Constitution?® that provides the laws of the
United States shall be the supreme law of the land, notwithstanding any state
laws to the contrary. Federal preemption can be express, as when it is set out in
a statute, or implied, from an overall reading of a statute as to the congressional
intent. NCUA's long-standing position is that the Federal Credit Union Act
establishes express preemption of state law in the area of lending as far as rates,

terms, and conditions.?'

The practical benefit of federal preemption for federally chartered financial

institutions, including credit unions, is that they generally can look to the law and

v. Wachovia, {ADD CITE], addressing preemption of state law for federal operating subsidiaries of banks,
has no effect on NCUA’s preemption position.
¥ 12 C.F.R. §§701.21(b), 701.35(c).
2 U.S. Constitution, Art. V, cl. 2
! The Federal Credit Union Act states:
A Federal credit union . . . shall have power—

(5) to make loans, the maturities of which shall not exceed twelve years except as

otherwise provided herein, and extend lines of credit to its members, to other credit

unions, and to credit union organizations and to participate with other credit unions,

credit union organizations, or financial organization in making loans to credit union

meinbers in accordance with the following:

(A) Loans to members shall be made in conformity with criteria established by the board

of directors . . . .
12 U.S.C. §1757(5). The Federal Credit Union Act also expressly gives the board of directors of a federal
credit union the authority to determine the rates of interest on loans, the security, maximum amount of
loans and lines of credit, and, generally, the authority and responsibility to establish lending policies subject
to NCUA regulation. 12 U.S.C. §1761b(8)(20).
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regulations of their federal regulator to ensure compliance rather than dealing
with a patchwork of state and local laws applicable to state-chartered financial
institutions. Given that federal credit unions, like other federally chartered
financial institutions, may have branches in several states, the benefits include
uniform compliance for all locations, thus reducing the regulatory burden of

tracking compliance with the laws of various state and local jurisdictions.

NCUA'’s lending regulation specifically states NCUA does not preempt
certain areas of state law, for example, insurance laws, laws relating to security
interests in property, laws on collection costs and attorney fees. Particularly
relevant to discussion of consumer disclosures and current issues being raised
about credit card lending, NCUA's regulation specifically states NCUA does not
preempt state laws that require consumer lending documents be in “plain

language.”®

While NCUA will generally not preempt state disclosure laws -- meaning,
laws requiring the disclosure of certain information to consumers -- NCUA has
preempted state law that, although cast as a disclosure law, is, in effect, a law
controlling the rates, terms, and conditions of lending. For example, in 2002,
NCUA’s Office of General Counsel issued a legal opinion concluding that a
California law dealing with credit card provisions was preempted.?® Briefly

summarized, the state law at issue required, among other things, particular

12 C.F.R. §701.21(b){(2)(iii).
* OGC Legal Opinion 02-0638 (June 26, 2002)(available on agency website).
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disclosures, counseling services, and toll-free numbers established to provide
assistance, if the card holders were permitted to make a monthly payment of less
than 10 percent of the balance due. In other words, the disclosure requirements
were triggered depending on the repayment terms of the line of credit and,
therefore, NCUA concluded the state law limited and affected the “terms of
repayment, including . . . the amount, uniformity, and frequency of payments,”

which is specifically preempted under NCUA's regu!ation.24

Finally, it should be noted, because it is particularly pertinent to consumer
issues in credit card transactions, that NCUA's preemption regulation provides
that, where federal law other than the Federal Credit Union Act primarily
regulates aspects of credit transactions, NCUA will determine whether state law
applies or is preempted under the preemption standards relevant to that federal
law. For example, as Regulation Z is primarily a disclosure regulation, NCUA will
consider the preemption standards of the FRB under Regulation Z in determining
whether state law applies. In fact, when questions arise in this area, NCUA staff

will routinely consuit with FRB staff.

Credit Card Performance in Federally Insured Credit Unions

Currently, credit card asset quality ratios indicate that credit card portfolios
in federally insured credit unions are performing soundly. Reportable credit card

delinquency, which NCUA defines as accounts sixty days or more past due, has

12 C.F.R. §701.21.

10
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been on the decline in federally insured credit unions for the last five years.
Likewise, net charge-offs of credit card accounts have declined significantly.
These asset quality ratios indicate federally insured credit unions are soundly
underwriting credit card foans. At the end of 2006, federally insured credit union
“past due” credit card rates (30 days or more past due) of 2.32 percent compared
favorably to the “past due” credit card rate for other federaily insured depositories

of 3.98 percent.

Federally Insured Credit Unions
Credit Card Asset Quality
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T

One of the factors contributing to the enhanced asset quality of credit
card loans in federally chartered credit unions may be the current 18 percent
regulatory cap on interest rates for federal credit unions. Due to the interest rate
cap, federal credit unions cannot charge high interest penalty or defauit rates,
such as the 27 percent penalty rates being charged by some non-credit unions

noted in the Government Accountability Office’s September 2006 report on credit

11



197

cards.?® This regulatory limitation on interest rates prevents federal credit unions
from charging default or penaity interest rates, thereby protecting the consumer
from higher rates. However, the interest rate ceiling also limits the ability of credit
unions to mitigate the higher credit risk of some borrowers through risk-based

pricing and may ultimately limit access to credit for some members.

As of March 2007, the average of the most common credit card interest
rate being reported by all federally insured credit unions was 11.38 percent, with
the most frequently reported interest rate being 9.9 percent. These average
rates are lower than the national average of interest rates for standard and “gold”
credit cards and variable rate “platinum” cards.?®  One recent study observed
fewer complexities and more consumer friendly terms and conditions in the credit
cards offered by the ten largest credit union credit card issuers versus other large
credit card issuers.?” Lower than average rates and fees are an indication that
credit unions serve their purpose in providing a member-oriented approach to

credit card underwriting.

Statutory Limit on Interest Rates

Federal credit unions are subject to a regulatory framework containing

significant consumer protections for lending transactions. In addition to

5 Government Accountability Office, “Increased Complexity in Rates and Fees Heightens Need for More
Effective Disclosures to Consumers,” September 2006, GAO-06-929.

* Bankrate.com®©@, “Credit Cards-National Averages,” Bankrate, Inc.©, May17, 2007.

<http://www.bankrate.com/brm/publicc_top_ten mkt.asp>
7 Tim Westrich and Malcoim Bush. “Blindfolded Into Debt: A Comparison of Costs and Conditions at
Banks and Credit Unions,” Woodstock [nstitute, July 2005.

<http://www.woodstockinst.org/publications/research_reports>

12
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Regulation Z, federal credit unions must comply with lending requirements

established in the Federal Credit Union Act and NCUA's lending regulations.2®

The Federal Credit Union Act limits the interest rate on all lending by
federal credit unions to 15 percent unless the NCUA Board acts to set a different
rate.”® By statute, if the Board sets a higher permissible interest rate, the rate
remains in effect for only an 18-month period; the rate reverts to 15 percent
unless the Board again reviews it and determines whether to set a different rate.
Currently, the interest rate cap is 18 percent, a rate the NCUA Board has
maintained since May 1987. The interest rate cap is applied to the unpaid loan
balance and includes all finance charges, in effect, providing a ceiling on the

effective interest rate charged at any time on a loan.

NCUA's ong standing policy is to include any credit fees as finance
charges in determining the interest rate cap if those fees would be deemed
finance charges under the FRB’s Regulation Z.** NCUA, in addition to relying on
Regulation Z, has consulted with iegal staff of the FRB for guidance on what
constitutes a finance charge. Because finance charges are a component of the
interest rate cap, fees can be charged only if the resulting effective interest rate
does not exceed the cap. As a result, fees commonly applied by other card

issuers, for example balance transfer and cash advance fees, generally cannot

B 12 US.C. § 1757(5)(A)(vi), 12 C.F.R. §§ 701.21, 701.22, 706, 722, and 723.
P 12 US.C. § 1757(5)(A)(vi).
* 12 CF.R. § 226.4(b).

13
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be imposed by federal credit unions because including these fees will mean the

interest rate will exceed the permissible cap.

In addition to the interest rate cap, NCUA's regulations also impose
restrictions on so-called “pyramiding.” The agency prohibits federal credit unions
from “pyramiding” late fees.3' Pyramiding refers to a situation where a late fee is
imposed on a timely payment simply because an outstanding late fee, from an
earlier payment period, exists. Under NCUA'’s regulation, as long as the
payment due for the current period is paid in full and on time, a federal credit
union may not impose a late fee for the current period. Essentially, NCUA’s

regulation prevents charging a late fee on a late fee.

lll. NCUA’s Role in Enforcement and Complaint Resolution

NCUA plays a significant role in enforcing Regulation Z in federal credit
unions. Through its examination program and complaint monitoring process,
NCUA helps to ensure credit unions are compliant and consumers are

appropriately protected by applicable federal regulations.

NCUA Oversight and Enforcement

NCUA performs risk-focused examinations and supervision as a part of its

statutory enforcement and oversight responsibilities. Compliance is one of the

12 CFR. § 706.4.

14
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seven risk areas upon which NCUA's risk-focused examination program is buiit.*?
In risk-focused examinations, examiners assign a level of risk (high, medium,
low) for each of the seven risk areas and then develop a scope for each
examination or supervision contact based upon a credit union’s individual risk

factors.

Examiners utilize NCUA's Automated Integrated Regulatory Examination
Software (AIRES), which uses questionnaires to guide and document reviews.*
NCUA examiners provide basic compliance oversight for the federal credit unions
in their district, reviewing compliance areas that indicate levels of risk. Within the
AIRES appiication, examiners have access to questionnaires for each
compliance regulation for which NCUA has enforcement authority. These
guestionnaires provide the following key components on each regulation:

o Summary of the basic purpose or applicability of the law/regulation;

¢ NCUA's enforcement responsibility;

o Penalties resulting from failure to comply;

¢ Record retention requirements, if any; and

¢ Key questions for consideration during the review and general

information to assist the examiner.

** NCUA’s risk-focused examination program focuses on the following seven risk areas: Interest Rate,
Liquidity, Credit, Strategic, Compliance, Transaction, and Reputation Risks. See NCUA Letter to Federal
Credit Unions 02-FCU-09, Risk-Focused Examination Program.

*3 The AIRES questionnaire workbook is available at

<http://www.ncua, gov/CreditUnionResources/aires/aires. htmi>
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When violations are noted, examiners document them in NCUA’s
centralized Compliance Regulations Violations database. Additionally,
examiners develop and communicate recommended corrective actions to credit
union personnel and/or credit union officials, develop and recommend corrective
solutions to be included in the examination report, and reach agreements on

appropriate corrective action.

During the 7,899 examination and supervision contacts completed in
federal credit unions during 2006, NCUA noted 305 violations of Regulation Z.
Of the violations noted, 147 were addressed through Documents of Resolution,
108 were addressed through Examiner’s Findings, and the remaining 50 were
addressed through other informal actions.®* Only 17 of the violations noted were
specific to credit cards. Few formal enforcement actions related to Regulation Z

have been necessary in federally insured credit unions.

Consumer Complaint Resolufion

NCUA central and regional offices have systems to track incoming
complaints and responses. Each of the five NCUA regional offices has staff who
review and evaluate any consumer complaints. Federal credit unions also have

Supervisory Committees comprised of credit union members whose primary

¥ NCUA examiners use the Examiner's Findings workpaper, as part of an examination or supervision
report, to list material operating exceptions, violations of law or regulation, and unsafe and unsound
policies, practices, and procedures. NCUA examiners use Documents of Resolution, a separate section in
an examination or supervision report, to outline plans and agreements reached with the officials to reduce
areas of unacceptable risk. Failure to resolve Documents of Resolution will lead to NCUA taking
progressive enforcement action.

16
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duties include oversight of internal audit functions and ensuring credit union

member assets are safeguarded.

Depending on the nature of a complaint, incoming complaints are
investigated and the credit union is requested to provide an explanation of the
circumstances. Regional staff encourage the resolution of the matter voluntarily,
but are authorized and prepared to invoke the agency’s administrative action
authority, if necessary, to achieve a proper outcome. Regional Directors are
responsible for making determinations about necessary action on a case-by-case

basis and coordinating responses with the central office.*®

Review of regional compiaint logs since 2004 show relatively few
complaints specifically related to credit card practices or Reguiation Z. A total of
306 complaints related to these topics were logged with regional offices during
this time period, with 80 specifically pertaining to credit card issues. In most
instances, complaints about credit cards focused on misunderstandings of loan
terms, authorization and account status issues, and payment disputes. Regional
staff normally resolves complaints by providing additional information to the

complainant or arranging direct follow-up by NCUA examiner staff.

S NCUA Instruction No. 12400.05, dated April 23, 2004

17
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NCUA Promotion of Financial Education

Credit unions have demonstrated that they view financial education as a
natural outgrowth of their service-oriented philosophy. increased financial
literacy represents an ounce of prevention that can help all consumers avoid
getting in over their heads, and actually enable them to use their money wisely
and improve their financial health. The advertising slogan "an educated
consumer is our best customer” is very apt when discussing the value of financial

literacy.

NCUA is a member of the Financial Literacy and Education Commission
(the Commission), a federal entity established under the Financial Literacy and
Education improvement Act, enacted by Title V of the Fair and Accurate Credit
Transactions Act of 2003, to improve financial literacy and education of persons

in the United States.

The principal duties of the Commission include: (1) encouraging
government and private sector efforts to promote financial literacy; (2)
coordinating financial education efforts of the federal government, including the
identification and promotion of best practices; (3) the development of a national
strategy to promote financial literacy and education among all American
consumers; (4) the establishment of a website to serve as a clearinghouse and
provide a coordinated point of entry for information about federal financial literacy

and education programs, grants, and other information; and (5) the establishment

18
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of a toll-free hotline available to members of the public seeking information about

issues pertaining to financial literacy and education.

In addition to serving as a member of the Commission, NCUA Chairman
Johnson has served as Chairman of its MyMoney.gov website subcommittee
since October 2006. The MyMoney.gov web site was created to provide public
access to financial education tools and resources, which will empower Americans
to save, invest and manage money wisely to meet personal goals. In this role,
the Chairman coordinates the efforts of twenty federal agencies to improve

financial education across the nation.

The Access Across America initiative, announced in February 2002,
incorporated the Agency's activities for federally insured credit unions expanding
services into underserved areas. The program has been designed to partner
with federal government agencies and other organizations to identify and
facilitate the use of resources availabie for federally insured credit unions to

assist in their efforts to serve individuals in underserved areas.

Another program NCUA developed to help consumers and improve
financial literacy is the Community Development Revolving Loan Fund (CDRLF).
The CDRLF awards grants and loans to low-income designated credit unions to
enable them to provide financial services to their communities, including

financial education. Financial education programs often include topics such as,

19
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understanding credit, understanding finance charges, managing personal credit,

credit awareness and budgeting.

In 2004, NCUA created a Financial Education grant initiative to provide
members with practical money management skills. Since 2004, NCUA has
awarded $461,885 in technical assistance grants to credit unions for financial

education and related purposes.

Proposed Amendments to Regulation Z

The FRB is in the midst of an extensive review of Regulation Z to
determine where revisions to the reguiation are necessary. The first phase of its
review covers open-end credit with its initial efforts directed towards lines of
credit that are not secured by a home, for example, general purpose credit cards.
As a part of this review, the FRB recently issued proposed amendments to the
open-end credit provisions of Regulation Z.%® NCUA staff attended the open
meeting where the major changes in the proposal were discussed. While NCUA
staff is currently reviewing the considerable documentation accompanying the
rulemaking, NCUA would like to take this opportunity to provide an initial

comment on the proposed rule.

NCUA generally supports the FRB's attempt to provide information to

consumers in a consistent, easily readable manner. The changes should aid

72 Fed. Reg. ( ,2007)
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consumers in identifying rates and understanding important conditions related to
their use of the credit product, facilitate comparisons of credit products, and
promote responsible use of credit products. The changes also appear to provide

lenders with more direction on their responsibilities under the regulation.

The FRB issued two Advanced Notices of Proposed Rulemakings®’ to
receive comment on the effectiveness of its existing rules and conducted
intensive consumer testing to determine if its proposed changes produced useful
disclosures for consumers. The findings suggested changes are necessary
concerning the content and display of information in the Schumer box, *® periodic
statements, solicitation letters, account-opening disclosures, and change-in-
terms notices. The FRB also proposed changes to areas causing confusion and
compliance burdens to lenders, for example, distinctions between finance
charges and other charges, timing and content of fee disclosures, and required
use of certain terminology. NCUA will be looking closely at all of the proposed
changes in the coming weeks to evaluate the potential impact on federal credit

unions and their members.

IV. Conclusion
As member owned and controlied financial institutions, federally insured

credit unions offer products and services for the benefit of their members.

37 69 Fed. Reg. 70925 (December 8, 2004); 70 Fed. Reg. 60235 (October 17, 2005)
3% Common name for the table of abbreviated disclosures required for credit card applications and
solicitations under § 226.5a of Regulation Z.
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Although federally insured credit unions represent a small portion of the credit
card market, NCUA's view is that the credit card services are being provided to
their members in a sound and beneficial manner. The disclosure requirements of
Regulation Z correspond closely with the credit union mission of member service
and NCUA evaluates federal credit union compliance with those requirements.
Through its examination and supervision process, complaint monitoring, and
consumer education initiatives, NCUA works to ensure compliance with all
appiicable federal laws. As the FRB works to improve the required disclosures of
information for open-end credit, NCUA will continue to fuifill its enforcement

responsibilities for any implemented changes.
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Testimony of Kathleen E. Keest
Center for Responsible Lending

Before the U.S. House Committee on Financial Services
Subcommittee on Financial Institutions and Consumer Credit

"Improving Credit Card Consumer Protection: Recent Industry and
Regulatory Initiatives"

June 7, 2007

Chair Maloney, Ranking Member Gillmor, and members of the Committee, thank you for
your continuing attention to the serious issues facing consumers in the credit card
marketplace as it functions now. We appreciate the focus you bring today to the
regulatory environment that has fostered an unequal playing field between card issuers
and card holders, leading to insufficient competition in what really matters to consumers
— fair terms and fair pricing, and insufficient accountability.

The Center for Responsible Lending (CRL) is an affiliate of the non-profit community
development lender Self-Help, whose mission is to create and protect ownership
opportunities for low-wealth families.! We understand that the rules in the marketplace
for credit cards in turn affect the goals of asset- and wealth-building. For many
Americans, it is the entry point into the world of credit. Their experience with credit
cards can either expand the boundaries of their life choices or limit their options for years
to come.

These cards may set the pace for their long-term debt loads. The credit card experience
impacts their credit scores, which in turn affects not only later financial decisions, but
also educational and job opportunities.> For others, unfortunately, it becomes the
mechanism by which needed medicines and medical care is obtained, even as health care
and insurance costs rise, making access to care and treatment more difficult to afford.
The extraordinary credit card debt among older consumers, at least in part, is likely to be
a reflection of this emerging economic rea]ity.3

Finally, for millions of homeowners, it is the hook by which debt consolidation mortgage
loans are marketed. We do know that for millions of Americans, credit card debt has
played a role in the loss of equity in their homes, and, for some, the loss of their homes to
foreclosure.? In sum, there is a lot riding for American families and the American
economy on having fair rules for the credit card marketplace.

My testimony today focuses exclusively on one chapter of the rulebook for this
marketplace — the disclosure rules under the Truth in Lending Act’s Regulation Z.5 As
the Subcommittee knows, on May 23, the Federal Reserve Board proposed its first major
revision of the credit card disclosure rules in nearly forty years — four decades that have
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seen enormous changes in the credit card industry. We ask three questions about this
proposal:

1. How will the disclosures be made? Will they be user-friendly and comprehensible?

2. What information will be required in those disclosures? Will they include the
information necessary to assure both informed choice by consumers and an honest,
competitive industry?

3. _Will the proposal adequately deal with the abusive practices that the public — and
many in Congress — have identified? Is disclosure enough to curb those practices, or is
more needed to assure that they do not turn a valuable and almost necessary financial tool
— credit cards - into “pick-pocket products™?

We believe that as to the first question, the Board’s proposal gets high marks. As to the
second, we give it a “needs improvement” grade. As to the third, the answer to the
question posed, unfortunately, is a simple “No, it does not adequately deal with abusive
practices.”

Before addressing each of these questions, it is important to remind ourselves what Truth
in Lending was — and, more importantly, what it was nof -- designed or intended to do.

I. THE ROLE OF TRUTH IN LENDING
The Overall Purpose of Truth in Lending:

The Board’s proposal cites only two purposes for TIL: 1) meaningful disclosure to
facilitate comparison shopping and avoid the uninformed use of credit, and 2) to protect
consumers against inaccurate and unfair credit billing and credit card practices, 15 U.S.C.
§1601(a). These are critical goals of TIL, but it is an incomplete list. The efficacy of the
proposals must be weighed against additional purposes of TIL, as well.

In addition to establishing consumers’ “right to be informed” about the true cost of using
credit, there are at least three other major goals that focus on providers and on the
marketplace: 6

* to enhance honest competition and protect “ethical and efficient” credit-extenders, as
well as consumers;

* to protect the integrity of the marketplace from “fraudulent, deceitful, or grossly
misieading information,

* to facilitate general economic stabilization: an informed consumer credit market helps

“stabilize the economy by encouraging consumer restraint when interest rates increase,
and consumer activity when rates drop.”

G:/ CC Leg&Reg/ Testimony 6-7-07 2
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These goals are even more important in today’s credit card marketplace than they were
forty years ago.

Disclosure in a changed legal context: TIL’s disclosure approach was designed as a
complement to substantive regulation, not a substitute for it.

When Truth in Lending -- and most of the current credit card disclosure rules -- were
written,” consumer credit was also subject to substantive regulation by the states. The
disclosure system mandated by the Truth in Lending Act was designed and intended as a
complement to substantive regulation, not a substitute for it. State law interest rate
ceilings for consumer credit — both revolving and closed-end -- were the norm at the
time.® Other types of charges and fees were often limited in amount, or prohibited
entirely, as well.

Congress explicitly did not disturb the states’ substantive regulation of the “types,
amounts or rates of charges, or any element of elements of charges” in enacting TIL.® It
did not envision disclosure as the sole bulwark in a marketplace stripped of substantive
regulation. The first step on the slippery slope to credit card “deregulation by
exportation” — the Marquette decision ~ was still 10 years away when the disclosure
paradigm under Reg, Z, Part B was designed.’® In 1980, when Congress enacted a major
revision of Truth in Lending, open-end disclosure rules were barely touched. While
Congress gave state chartered banks parity with national banks (the beneficiaries of the
Marquette decision.) at that time,"" the full implications of Marguette for the credit card
industry had not then registered to law-makers or the public. It was not until the mid-
1980s that this ripple-effect sub rosa substantive deregulation of the credit card industry
began to become apparent.12 In sum, disclosure today is being asked by some to carry
alone a legal burden that it shared with substantive regulation when much of the current
open-end disclosure rules were devised.

Disclosure in a changed economic context:

Just as the legal context has changed drastically since the current regime was designed,
50, too, has the economic context. Consumer debt is a more important part of the
economy, making it more important than ever to assure a fair marketplace. Revolving
debt was $1.5 billion in May, 1968, when TIL was passed; it was $801 billion in January,
2005.2 In 1977, households charged a little more than $100 a month on credit cards, or
3.4% of average monthly household income. Twenty years later, the average charges for
those who have used cards to pay were $830, or 20% of average household monthly
income.'* The revolving debt share of total non-mortgage consumer credit grew from
1.4% in May, 1968 to nearly 38% in January, 2005.° In 2001, nearly $1 in $4 of
consumer expenditures was paid by a credit card.'® Today, household spending is 60% of
the American economy. It is unlikely a coincidence that household debt as a percentage
of disposable income was at a record 108% in 2003."

Even those astonishing figures understate credit card debt. The phenomenal growth in
home equity lending is fed by marketing debt consolidation refinancing, so a significant

G:/ CC Leg&Reg/ Testimony 6-7-07 3
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amount of credit card debt has disappeared into mortgage statistics. And, as Attorney
General offices and advocates who have worked with consumers in the predatory
mortgage lending context can attest, a lot of that begins with the pitch to consolidate
credit cards into “one easy monthly payment” and a loan that’s tax-deductible. In fact,
even student loans may now disguise consolidated credit card debt.

And a changed market context:

Credit card market changes have undergone several generations of evolution since the
fundamental open-end structure was established nearly forty years ago. It is more
complex and more highly concentrated.

When TIL rules were originally designed, surveys indicated that consumers getting
closed-end loans underestimated the true cost of borrowing ~ misconceptions that
resulted from varying ways of calculating interest, as well as from loading up credit with
so-called “non-interest” charges that “rightfully should be included in the percentage rate
statement so that any percentage rate quoted is completely meaningless and deceptive.”'®

In many respects the subsequent evolution of the open-end consumer credit market has
brought this segment to the same stage of dysfunction described above by Senator
Douglas, the economist and primary champion of Truth In Lending in the 1960s.

* Opaque and complex accounting methods in open-end credit today distort cost
information and competition even more than the varying types of interest
calculation used in closed-end credit before 1968."°

* Non-interest fee income in the industry was nearly one-third (31.8%) of total
revenue by 2005.%° To generate revenue, the industry has shifted from the upfront,
transparent interest rate to back-end fees, along with the accounting tricks,
practices that hinder effective price competition. This resurrects Senator Douglas’
criticism of the “camouflaging” of credit costs by the addition of all sorts of fees.

* Individualized pricing and multiple pricing layers have been introduced (e.g.
transaction charges for different types of cash advances may vary, the grace
period and rates for different types of charges may vary). These changes make
pricing information difficult to convey simply and comprehensibly. Flexible
pricing, such as penalty rates, also make transaction pricing far more complex and
ever-changing. Such industry inventions create higher hurdles to clear in
developing useable disclosure rules.

* Finally, the creditors’ extraordinary freedom to unilaterally change contract
terms at will subsequent to consummation means even effective disclosure rules

for solicitation and initial stages can be pointless.

Thus at the same time that disclosure is being asked to carry a heavier load in the legal
context, even some economists have joined consumers in questioning the efficacy of
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disclosure as a practical matter.”' It is critically important to understand that increasing
complexity has profound implications for a regulatory scheme resting on disclosures.

If increasing complexity (some of it arguably purposefully obfuscatory) creates a hurdle
on the provider side, many recognize that inadequate financial literacy on the user side is
no less a hurdle.”? The mismatch between the complex information that consumers need,
and the ease with which the intended audience can comprehend and use that information,
seems to be getting greater. Disclosure not only is carrying a heavier burden, but it must
bridge a greater divide while it does so.

It is against the backdrop of these increased challenges facing consumers in today’s
marketplace that I evaluate some of the highlights in the current proposal.?®

II. HOW WILL THE DISCLOSURES BE MADE UNDER THE PROPOSED
RULES?
A PASSING GRADE

Looking to focus groups of consumers to learn how information should be presented to
make it used and useful is the single most valuable thing the Board has done in this
revision. The improvement in the “account-opening” disclosures (formerly called
“initial disclosures™) show the most dramatic improvement. Members of this
Subcommittee, like every other American who has had a credit card, know that the
disclosures and “agreement” that come with opening a credit card account are
unreadable. Moreover, they would be virtually incomprehensible to anyone but their
authors if they were actually read. We are happy to see that the Board’s proposal
recognizes that simple, unarguable fact. A review of the sample forms, compared to any
current one in your own files, is ample evidence of the improvement.

Utilizing the “Schumer Box” formatting model at all stages is a significant
improvement.

The one set of TIL-required disclosures that is currently usable by consumers is the
*Schumer Box” — the tabular disclosure of rates and fees now mandated only for the
applications and solicitations.** Under the proposed rules, there would be a Schumer
box of tabular, segregated disclosures for the other stages of the credit card life-cycle:
“account-opening,” the periodic statement, and change in terms notices.

Creditors would also be required to segregate interest costs and fees from the consumer’s
purchases and advances on the periodic statement, making those costs more readily
visible to the consumer.

Increased Advance Notice for Change in Terms, and Added Advance Notice for

the Triggering of Penalty Rates are Significant Improvements, Although
Substantive Limitations are Still Needed
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Increased advanced notice of change in terms from 15 days to 45 days: Currently, issuers
unilaterally may change any term in a credit card contract -- a rare gift in contract law.
Truth in Lending currently requires only 15-days advance notice, a hopelessly inadequate
time to permit most cardholders to avoid disadvantageous new terms.”> While we believe
that the ability to unilaterally change contract terms is a practice that should be the
subject of more substantive restriction, as we discuss below, the Board has nonetheless
recognized that the 15-days currently required is so short as to be meaningless, and has
proposed to extend it to 45 days. This is a significant improvement, which we urge the
Board to retain in the final rule.

Advanced notice would be required when penalty rates are triggered — increased from 0
to 45 days: Currently, if a penalty rate provided for in the contract is triggered, arguably
no advance notice is required. The Board’s recommendation would, for the first time,
specify that advance notice is required, subjecting this re-pricing to a 45-day notice.

We are encouraged by the recognition that advance notice is necessary. The consumer
may not even know the penalty rate had been triggered until after the fact, when their
next periodic statement comes. This is obviously inadequate for a consumer to take
action to avoid it. It may have been months — or even years — since the consumer
received notice of the existence of the penalty rate and what events trigger it. Even then,
that notice may not have been noticeable or informative.

More critically, the consumer may not even be aware that a trigger event has occurred.
Payments may be “late” because of the creditor’s posting practices, not the consumer’s
mailing schedule; trigger events that are external, including drops in a FICO score, may
occur without the consumer even knowing they happened. To then be faced with a
potential 10% rate hike when they receive their statement is a huge challenge. Simply
paying it off during the grace period may work for people with ample resources or small
balances, but for most revolvers — the average balance is reported to be over $5,000%5 --
that may well not be possible, Searching out other cards for transfers takes time, and
there is typically an exit fee, in the form of a balance transfer fee.

We hope that the Board will stand firm on the 45-day notice for both actions, as that is a
minimal time necessary for consumers to avoid the harsh results that come from re-
pricing or other adverse actions.

1II. WHAT MUST BE DISCLOSED?
NEEDS IMPROVEMENT

The proposal includes revisions as to the content of the disclosures. Some proposals
would bring genuine improvements to the disclosures. Others represent a step forward,
but more could and should be done about the underlying practices. Unfortunately, some
also threaten a step backward for consumers.
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Highlights of the Improvements Proposed in the Content of the Disclosures

* All transaction fees will be included in the finance charge: Transaction fees, including
ATM cash advance and foreign currency conversion fees will be included in the finance

charge. (However, the beneficial impact of this change may be offset by other proposed
changes, discussed below.)

* Subprime credit cards: For low-limit, high-fee cards, the proposal would add a new
requirement that the amount of available credit must be disclosed on the
application/solicitation and account-opening disclosures.

Subprime cards function more as “pick pocket products™ than as credit cards. With very
low credit limits, and very high fees to open and participate in the account, the consumer
can find more than half of the credit line filled up with fees before the cardholder ever
uses the card. Furthermore, manipulative accounting tricks make the imposition of over-
the-limit charges more likely, or even almost impossible to avoid.

These cards claim to offer a way to repair credit, more than a payment mechanism.
(Google “First Premier Bank credit card” and the sponsored link site for the bank that
pops up first says, “Rebuild your credit with a First Premier Bank Credit Card.” How
does that work? Pay a lot of money in fees for the privilege of — paying fees, and little
else.)

One customer’s experience with such a card was detailed in CRL’s Comments filed in
response to the Board’s Advance Notice of Proposed Rule-Making. It had a “low”
9.9%" rate for purchases. It also had a $250 credit limit; a $29 set up fee, a $95 program
fee, a $48 annual fee, and a $6 monthly participation fee.” That added up to $178 in
creditor charges posted on the account immediately upon opening, leaving just $72 for
actual purchases. But account manipulation then set up a series of cascading over-the-
limit fees that made it impossible for her to get ahead, even when she paid timely and as
directed.

For the first time, the Board proposes rules aimed squarely at these products. While more
could, and should, be done, the Board is recommending the addition of an important new
disclosure especially for these products. Where the fees imposed for issuing or making
the account available compose 25% or more of the minimum credit limit, the card issuer
must disclose the amount of the available credit left open after the fees are charged
against the limit. This disclosure must be made at both application / solicitation stages
and the account opening stages.®

The proposal would also amend the Official Staff Commentary to provide that a
consumer is not considered to have “accepted” the card when the only activity on the
account is the creditor’s imposition of the charges, until the consumer has been sent a
billing statement and made a payment.”’ ‘

* Improvements in advertising requirements: The proposals include two changes to the

advertising requirements that may prove helpful to consumers.
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- Prohibiting advertising “fixed” rates, unless they are fixed, at least for a certain
time, which must be specified.

- The minimum payment would be a trigger term on advertisements for credit
purchases of specific goods or services. If a minimum payment is mentioned, the
advertisement must also state the total of payments and the time period necessary
to repay the obligation.

This is in response to a problem that a number of state attorneys general brought
to the attention of the Board nearly ten years ago, regarding “spurious open-end
credit,” in which door-to-door sellers of expensive items, including home repairs,
air conditioning, satellite dishes, etc., would finance through special “credit
cards” issued by partnering banks. These accounts were unlikely to be used
again, but the virtually worthless open-end disclosures were given, so that
consumers had no idea of the full cost of the purchase they were about to make.
Here, too, although more could be, and should be done, to curb this problem, this
is a welcome step forward.

30

Improvements to the advertising rules, however, must be viewed in light of the weak
enforcement available for TIL advertising. There is no private right of action for
violations of the TIL advertising provisions, so only public enforcement is a possibility.
Given the regulatory efforts to restrict the right of state attorneys general to enforce even
non-preempted state laws — such as state laws against deceptive practices in sales and
advertising — it is unclear whether even the attorneys general who brought the problem to
the Board’s attention today would be able to act against card issuers who teamed up with
such sellers.’!

Areas of Serious Concern that Reduce Consumer Protections

* Limiting fees required to be disclosed on applications/solicitations, at account opening,

and in change in terms to an exclusive list.

Experience has shown that where there are loopholes in TIL’s disclosure and
computational rules, they will be exploited. Charges that need not be included in the
“price tag” finance charge and APR disclosures become more common and inflated. Itis
predictable, then, that mandating the disclosure of an exclusive list of fees and charges
will lead to another generation of imaginative new fees. Given the fee inflation that has
occurred in the decades since Marquette, it can hardly be said that the marketplace is in
need of further incentives in that regard.

According to the Board, this proposal aims to ease creditor uncertainty about how to
disclose new fees, and reduce litigation risks. However, there is another way to
accomplish the same end — one that does not run the risk of increasing “off-the-chart”
fees and doing harm to the letter and spirit of the Act. The definition of “finance charge”
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in the statute is very broad, and the exceptions from that broad definition in the statute are
very few. The definition is

“the sum of all charges, payable directly or indirectly by the person to whom the
credit is extended, and imposed directly or indirectly by the creditor as an incident
to the extension of credit.” 15 USC § 1605(a).

If the Board were to require that creditors simply use the statute itself as the touchstone,
there should be very little doubt as to how new fees should be treated. But unfortunately,
that is a path not taken.

The charges to be disclosed are ones that indeed may cover most of the typical charges in
today’s market. The concern, however, is that many of the charges in today’s marketplace
were unheard of in yesterday’s marketplace, and so tomorrow’s marketplace may look
more fee-intensive yet. (Who would have thought we might one day have to pay to make
our payments?)

* The Board proposes two alternatives for the disclosure of the “fully-loaded” APR price

tag — the “effective APR” — on the periodic statement. One is to improve it, but the other
is to eliminate it entirely.

The industry’s shift to complex fee-based pricing makes comparison shopping difficult.™
However, an “all-inclusive” APR on the periodic statement that reflects both rate-based
costs and fees costs helps consumers focus on the real price tag and should foster a
competitive marketplace.

The Board advances the alternative of eliminating the disclosure because consumers did
not understand the term. But that should have been no surprise. Indeed, in our comments
to the Board’s 2005 ANPRM, we noted the confusion generated by inconsistent
terminology around the rate-only APR (the “corresponding” or “nominal APR or
“corresponding nominal APR”) and the fee + rate APR, which also can be labeled with
different adjectives, such as “effective APR” or “historic APR” or “actual APR.” The
existing rules permit this semantic anarchy, contributing to consumer confusion. The
simple solution, of course, is to improve the price tag, not tear it off. Mandating
consistent terminology, with a simple descriptive phrase such as has been the standard in
closed-end credit for decades, would advance understanding significantly.™

The Board’s experience with the focus groups appears to have borne out this approach.
As it improved the sample disclosure of this term given the participants in the focus
groups, their comprehension grew. The final form, with the descriptive term “fee-
inclusive APR” and a short explanatory phrase noting that it represented fees as well as
interest resulted in a majority of the participants understanding the information.

We strongly urge keeping the fee-inclusive APR. It is the closest a credit card customer
gets to a “fully-loaded” price tag.>* Eliminating it not only would hamper consumer
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appreciation of the full cost of credit, its elimination would also contribute to a shift to
more fees, a fact that even an industry trade group admitted: “[a] trade association
commenter concedes a policy argument for retaining the effective APR as a hedge
against creditors shifting their pricing from periodic rates to transaction-triggered fees
and charges.” (Proposed Rule, Reg. Z, Docket No R-1286, page 114 (May 23, 2007).

* Ifretained, the “fee-inclusive” or effective APR may allow some fees to be excluded
Jfrom its calculation — again encouraging a shift to the “outside-the-rate” fees.

The proposed rules for calculating the “fee-inclusive™ APR again refer to an exclusive
list of fees, leaving others outside the calculation,

To illustrate: “participation fees” that are imposed annually are not included, while
participation fees imposed more frequently than annually would be included.

Thus Advance America’s $149.95 monthly participation fee on its $500-credit limit line
of credit — quite properly — would have to be added to the finance charges resulting from
the reasonable 5.98% interest-rate to disclose an eye-popping 600+% APR on a $300
draw.

On the other hand, neither the $150 annual fee nor the $29 “activation” fee imposed upon
opening the $300 credit-limit account reportedly charged for a credit card issued by
Compu Credit would be captured by the “fee-inclusive” APR on the first periodic
statement. >* It also has a $6.50 monthly maintenance fee. But since that fee is not
applied to a balance, this would, apparently, be a “0%” effective APR.

We do appreciate the Board’s recognition that such fees like Advance America’s
outrageous $150 monthly “participation fee” on a $500 limit account, or Capital One’s
relatively reasonable fee of $6 / $1,000, may be imposed “as a substitute for interest or in
addition to interest” and therefore should be captured.*’

But here, too, the use of an exclusive list of captured fees has the likely result that some
creditors will be encouraged to develop new “off the list” fees. The Board mentions
here, as well, its concern with providing certainty to creditors — a goal that could just as
well be achieved by an “all-in” rule, but which would serve to encourage transparent
pricing and discourage fee-proliferation.

*_Account-specific minimum payment disclosures are encouraged, but not mandated by
the proposal: Congress should reconsider the bankruptcy act amendments

The Board strongly encourages creditors to make the disclosure of the amount of time it
would take to repay a balance at the minimum payment based on the consumers’ own
account, rather than a hypothetical account. It offers some modest incentives to do so,
but does not mandate account-specific minimum payment disclosures.>®
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The alternatives to account-specific disclosures are cumbersome, and their usefulness
may range from not very helpful to possibly misleading. However, in this respect, the
Board clearly felt constrained by the minimum payment disclosure scheme enacted by
Congress. Those alternatives are laid out in the statute, as amended by the 2005
Bankruptcy amendments.*® We urge Congress to revisit the issue, and mandate what the
Board clearly understands is both feasible for the industry and preferable for consumers —
account-specific disclosures of the time it would take to pay off their account at the
minimum payment.

IV: BEYOND DISCLOSURE:
CONGRESS MUST ACT TO CURB THE ABUSES IN THE CREDIT CARD
MARKETPLACE

In many previous hearings in both the House and the Senate, a number of clear abuses in
the marketplace have been repeatedly documented. Several proposals have been
introduced in both the House and Senate to stop these abuses.

While the Congressional proposals would ban, or otherwise substantively regulate them,
the Board does not propose to do so. We believe the Board does have authority to
declare them to be “unfair” or “deceptive practices” under 12 U.S.C. § 57a(f). In fact, in
2002, then Congressman John LaFalce asked the Board to use that authority to address
some credit card abuses.”® (While any such rules would apply to banks, the
overwhelming majority of credit cards are issued by banks, so most of the market would
be subject to a Fed-promulgated rule. Ay

Many, if not most, of these practices would qualify for such a characterization. The test
for an “unfair” practice under the FTC Act is a three-pronged test: a) it causes a
substantial injury to consumers; b) the injury is not outweighed by countervailing benefits
to consumers or competition, and ¢) consumers cannot reasonably avoid the injury.*

These practices have been described by several witnesses in an earlier hearing before this
Subcommitee, and will be discussed today by another witness, Ed Mierswinski. I will
not repeat their explanations of the practices that give us most concern: universal default;
re-pricing based on other information, such as FICO scores, etc; unilateral change in
terms, any time, for any reason; retroactive application of higher rates to pre-existing
balances; double-cycle billing; unfair balance allocation methods; delayed posting of
payments to generate fees; and failure to assess repayment capacity. (Appendix A is a
chart comparing the approaches taken with respect to these terms in various
Congressional proposals from the 109" and 110" Congresses with the Board’s
proposals.)

The Board’s proposal rejects the recommendations to ban the dubious practices, instead

relying exclusively on disclosure. (The exception is the addition of a 45-day advance
notice requirement prior to the invocation of a penalty rate, and the extension of the
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current 15-day advance notice for unilateral change in terms to 45 days. These are
important, and welcome improvements.)

Yet the limits of disclosure are evidenced in the Board’s own actions. Take, for example,
the double-cycle billing method. It easily meets the unfairness test: There is consumer
injury. It is the most expensive of the balance calculation methods for consumers. One
sample account analysis calculated a $28.50 finance charge calculated under an average
daily balance method compared to a $44.90 finance charge under the two-cycle billing
method. Furthermore, it effectively, but surreptiously, eliminates the grace period for
many consumers. There is no “countervailing benefit to consumers or competition™
whatsoever. As for the third prong? Perhaps this is the best example of disclosure is
simply not the answer to all market abuses. The Board proposes to simply give up on
disclosures of the balance computation method, because it is simply too complex.* That
makes it hard to argue that consumers can realistically “avoid” that injury. A similar
analysis leads to the same conclusion for most, if not all, of the above practices. If it is
too complex to explain, and it adversely affects consumers, then there is little reason to
believe that market forces can effectively deal with an abusive practice.

While we recognize and applaud the issuers, like Citi, who have voluntarily stopped
doing universal default and “any time, any reason” re-pricing, many other issuers have
not. We know well from past experience across many segments of the financial services
industry that “best practices” adopted when the spotlight is on, can slip away when that
spotlight moves on. And, more to the point, “best practices” are not enforceable.

In both the last Congress and this one, strong legislation has been proposed. Though we
welcome the progress in the Board’s proposals, we urge Congress to proceed to act where
the Board will not.

Notwithstanding our disagreement and disappointment in some of the Board’s proposals,
we greatly appreciate the care, the thoughtfulness, and the effort of Board and Board
staff. While we believe there is much more reform needed, these proposals do reflect
progress, for which we thank the Board.

We also thank you for this opportunity to explain our views on this regulatory effort.

G:/ CC Leg&Reg/ Testimony 6-7-07 12



220

ENDNOTES

! CRLisa not-for-profit, non-partisan research and policy organization dedicated to protecting
homeownership and family wealth by working to eliminate abusive financial practices. CRL began as a
coalition of groups in North Carolina that shared a concern about the rise of predatory lending in the late
1990s.

CRL is an affiliate of Self Help (www.self-help.org), which consists of a credit union and a non-profit loan
fund. For the past 26 years, Self-Help has focused on creating ownership opportunities for low-wealth
families, primarily through financing home loans. Self-Help has provided over $5 billion of financing to
over 50,000 low-wealth families, small businesses and nonprofit organizations in North Carolina and across
the country, with an annuat loan loss rate of under one percent.

% For data on the rise in credit card debt among young people, see Tamara Draut and Javier Silva,
Generation Broke: The Growth of Debt Among Young Americans (Demos, October 2004), www.demos-
usa.org. Three in four cardholders between 18 — 24 carried a balance, and the 2001 average credit card
balance for that group was $2,985. The study reports that college seniors graduating in 2001 were carrying
an average $3,262 in credit card debt.

See, e.g. Cindy Zeldin and Mark Rukavina, Borrowing to Stay Healthy: How Credit Card Debt is
Related to Medical Expenses (Demos 2007), www.demos-usa.org; David U, Himmelstein, Elizabeth
Warren, Deborah Thorne, and Steffie Woolhandler, lilness and Injury as Contributors to Bankruptcy,
Health A ffairs (February 2005); Tamara Draut and Javier Silva, Borrowing to Make Ends Meet: The
Growth of Credit Card Debt in the *90s (Demos, 2003), www.demos-usa.org

4 See, e.g. Tamara Draut, The Plastic Safety Net, 14-17 (Demos and Center for Responsible Lending 2005).
A recent report co-authored by former FRB Chairman Alan Greenspan estimates that home “equity
extraction” repaid “an average of about $50 billion of non-mortgage consumer debt per year from 1991 to
2005.” Alan Greenspan and James Kennedy, Sources and Uses of Equity Extracted From Homes p. 9,
(Federal Reserve Board 2047-20)

* The portions of Regulation Z relevant to credit card disclosures are 12 C.F.R. § 226.4 (rules for
determining the finance charge — the credit price tag as a dollar amount — for both open- and closed-end
credit, and Subpart B, §§ 226.5 — 16, (The proposed revision generally does not address the special rules
for Home Equity Lines of Credit, § 226.5b, which will be the subject of a later stage of the review process.)

¢ 15 U.S.C. 1601(a); 109 Cong. Red. 2029 (1963) (remarks of Sen. Douglas), quoted in National
Consumer Law Center, Truth In Lending, § 1.1.1 (5" Ed. 2003). See also Mills v. Home Equity Group,
871 F.Supp. 1482 (D.D.C. 1994) (citing both the public and private purposes of TIL).

Indeed, at the time of the last major overhaul of Reg. Z, following the 1980 Truth in Lending
Simplification Act, the FRB staff listed 39 possible goals, in 9 separate categories, against which the
effectiveness of TIL could be measured. See 46 Fed. Reg. 20848, 20945-48 (April 7, 1981).

7 Little has changed about the rules governing the account-opening (or “initial””) disclosures, or the
periodic statements since they were originally promuigated pursuant to the original 1968 TILA enactment.
Though there was a major revision of Regulation Z in 1980 - 81, implementing the Truth in Lending
Simplification Act, that focused almost exclusively on the closed-end rules. In 1988, Congress added the
requirements for the credit card application and solicitation stage, including the “Schumer Box” tabular
disclosures, the rules for which were updated in 2000.

¥ For example, revolving credit caps in California and Nebraska were 18% on the first $1000, and 12% on
the balances above $1000. See, e.g. Barbara A. Curran, Trends in Consumer Credit Legisiation , p. 102
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(Univ. of Chicago Press 1966); Marguette National Bank of Minneapolis v. First of Omaha Service Corp.,
439 U.S. 299 (1978).

°® 15U.S.C. § 1610(b). For example, one congressman noted that the TIL bill “does not give protection
similar to that of some State laws which protect the consumer by limiting rates charged on consumer
credit.” Congressional Daily Edition, Jan. 30, 1968 (Statement of Rep. Eilberg). Indeed, when first
introduced, eight years earlier, the proposai was called simply the “Consumer Credit Labeling Bill.” S.
2755, 86" Cong., 2d Sess. 1960.) (emphasis added) '

" Marquette National Bank of Minneapolis v. First of Omaha Service Corp., 439 U.S. 299 (1978).

"' Ralph ). Rohner and Fred H. Miller, Truth in Lending, p. 17 (American Bar Association 2000). Both
TIL Simplification and the parity provision were part the Depository Institutions Deregulation and
Monetary Control Act of 1980, P.L. 96-221; Title V, Part C (parity), Title VI (TIL Simplification).

2 See, e.g. Robert A. Burgess and Monica A. Ciolfi, Exportation or Exploitation? A State Regulators’
View of Interestate Credit Card Transactions, 42 Bus. Law. 929 (1987). See also the court’s discussion in
Greenwood Trust Co. v. Commonweaith of Mass., 776 F. Supp. 21 (D. Mass. 1991), rev’d 971 F.2d 818 (1%
Cir.1992).

' Federal Reserve Statistical Release G.19,
http://www federalreserve.gov/releases/g19/hist/cc_hist_mt.html (visited March 23, 2005).

" David S. Evans and Richard Schmalensee, Paying with Plastic: The Digital Revolution in Buying and Borrowing,
p. 2 (MIT Press 1999).

5 Federal Reserve Statistical Release G.19,
http://www.federalreserve.gov/releases/g19/Mhist/cc_hist_mt.html (visited March 23, 2005).

18 David S. Evans, The Growth and Diffusion of Credit Cards in Society, 2 The Payment Card Economics
Review, 59, 63 (Winter, 2004).

1 See, e.g. Dean Baker, Dangerous Trends: The Growth of Debt in the U.S. Economy (Center for
Economic and Policy Research (Sept., 2004), www. cepr.net.; Financial Markets Center, Flow of Funds
Brief: June 10, 2004 (household debt as share of disposable income rose by 15.8% between 2001 and
2004, to “cross the 110% threshold in final quarter of 2003.)

1 gee National Consumer Law Center, Truth in Lending §1.1.1 (5™ Ed. 2003)

¥ This has been successfully addressed by the standardized APR calculation rules for closed-end credit. To
the extent that the closed-end APR remains subject to manipulation, it is primarily because of the laundry
list of excludable charges in §226.4, rather than the actuarial accounting component of the APR rules.

On the difficulty that increased complexity presents to the disclosure paradigm, see Mark Furletti, Credit
Card Pricing Developments and Their Disclosure, {Payment Cards Center, The Federal Reserve Bank of
Philadelphia, January, 2003); Wiiliam R. Emmons, Consumer Finance Myths and Other Obstacles to
Financial Literacy, December 8, 2004, conference paper “Consequences of the Consumer Lending
Revolution, (St. Louis Univ. School of Law, Dec. 8, 2004) See also Credit Cards: Increased Complexity
in Rates and Fees Heightens Need for More Effective Disclosures to Consumers, GAO -06-929
(September, 2006), available at http://www .gao.govinew.items/d06929.pdf.

20 In 1999, it was 26.2%. Mark Furletti, Credit Card Pricing Developments and Their Disclosure, p 32.

(Payment Cards Center, The Federal Reserve Bank of Philadelphia, January, 2003). Mr. Furletti updated
the information through 2005 at CRL request. (E-mail from Mark Furletti, March 5, 2005, on file with
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CRL.) See also Patrick McGeehan, “Mountains of Interest Add to Pain of Credit Cards,” New York
Times, p. I (Nov. 21, 2004) (fee revenue rose from $6.2 billion in 1990 to $21.5 billion in 2003).

' See, e.g. Mark Furletti, Credit Card Pricing Developmenis and Their Disclosure, (Payment Cards
Center, The Federal Reserve Bank of Philadelphia, January, 2003); William R, Emmons, Consumer
Finance Myths and Other Obstacles to Financial Literacy, note 19, supra, at 23-26. (“But would
consumers not be better off if financial-services providers reduced fees and loan rates rather than spending
on financial-literacy that, by all accounts, have minimal impact? The point is, of course, that profit-
maximizing financial-services providers really do not want to ‘give back’ any of their profit margin. Nor
do they necessarily desire more financially savvy customers who might shop around more actively or
bargain down the terms on the products and services they sell.” p. 25-26.)

22 E.g. dlan M. White and Cathy Lesser Mansfield, Literacy and Contract 132 Stanford Law & Policy
Review 233 (2002); Re-Examining Truth in Lending: Do Borrowers Actually Use Consumer Disclosures?
52 Consumer Fin. L. Qtrly Rep. 3 (1998). See also Lauren E. Willis, Decisionmaking and the Limits of
Disclosure: The Problem of Predatory Lending: Price, 65 Maryland L. Rev. 707 (2006); Matthew A.
Edwards, Empirical and Behavioral Critiques of Mandatory Disclosure: Socio-Economics and the Quest
Sfor Truth i Lending, 14 Cornell ]. Law & Pub. Pol’y 199 (2005).

2 The proposal, released just two weeks ago, is approximately 400 pages long. Due to both time
constraints and space limitations, this testimony addresses only a few highlights gleaned from our
preliminary review.

¥15U.S.C. § 1637(c); Reg. Z, § 226.5a.

% Reg. 7, § 226.9(c).

2 See, e.g. Testimony of Cindy Zeldin, p. 3, Hearing before the US House of Representatives Commitiee
on Financial Services, Subc. on Financial Institutions and Consumer Credit, Credit Card Practices: Current

Consumer and Regulatory Issues.” (April 26, 2007)

¥ The operation of one such card, offered by First Premier Bank, is detailed in Comments of the Center
for Responsible Lending to the Federal Reserve Board Advance Notice of Proposed Rule-Making,
Regulation Z Open-end Review, Docket No, R-1217, pp. 33-36 and Attachment C-1 through C-6.

2 proposed 226.5a(b)(16), 226.6(b)(4)(vii).

» Proposed OSC 226.5(b)(1X(1)-1(i).

% See generally Comments to FRB Open-End ANPRM, note 27, supra at pp.24-29, Attachment B.

31 The OCC’s rule asserting exclusive enforcement authority even for non-preempted state law was
promulgated in 2004. A chalienge to the rule is currently pending in the Second Circuit, OCC v. Spirzer,
396 F. Supp. 2d 383 (S.D.N.Y. 2005), appeal docketed, No. 05-5996cv (2d Cir. 2005). The OCC did bring

one such enforcement action against a national bank issuing such a special financing card, but only after
two state attorneys general had commenced investigations.

32 See, e.g. notes and text accompanying notes 19-22, supra.

¥ See, Reg. Z, § 226.18(d), (¢), which prescribe a simple descriptive phrase for the finance charge and
APR.

3 The “effective” APR is closer to a “fully-loaded” price tag than any other, but, because the Regulation
excludes some important charges from the definition of the “finance charge,” such as participation fees, §
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226.4(c)(4), OTL fees, and “actual, unanticipated” late fees (§226.4(c)(2) and therefore from the
calculation of the effective APR, it may still understate the costs, For that reason, consumer groups had
recommended that the Board have an “all-inclusive™ APR,

% § 226.14(e) excludes charges relating to account-opening and participation fees imposed no more than
annuaily. Though “participation fees” are not finance charges, 226.4(c), the Board would include the
monthly participation fees in the computation despite that, See proposed OSC § 226.14(e)}(2)-1,2.

% See proposed Alternative 1: 226.14(d)(2)(ii) Information on this card’s terms is based on information
given potential investors, rather than advertisements or disclosures.

57 Proposal, p. 163, citing the unnamed exampie of Capital One’s “Clarity” card, which has a single charge
of $6/$1000 and is currently advertised as a “no interest, 0% APR”.

3 See, e.g. Proposed Rule, pg. 22

¥ 15U.8.C. § 1637(11) (2005)

** See, Julie L. Williams and Michael S. Bylsma, On the Same Page: Federal Barking Agency
Enforcement of the FTC Act to Address Unfair and Deceptive Practices by Barks, 58 Bus. Law, 1243, 1250
note 41.

I There are two sources of statutory authority for the Board to regulate unfair or deceptive practices. As to
mortgages, it was granted additional authority as part of the Home Ownership Equity Protection Act of
1994, 15 U.S.C. § 1639. However, it also has the authority to issue rules regarding unfair and deceptive
practices by banks under the FTC Improvement Act of 1975. Since credit cards are overwhelmingly issued
by banks, exercising this rule-making authority would have a tremendous impact on the credit card market.

42 15U.8.C. §45(n)

 See, e.g. Proposed Rule, p. 78.
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UNFAIR CREDIT CARD INDUSTRY PRACTICES:
Congressional Proposals and FRB Proposed Revision to Regulation Z

Practice / Terms

Congressional Proposals —
110" Congress
109" Congress

FRB Proposed Relevant
Changes
[Notes: “AS” denotes
application & solicitation
disclosures; “A0” denotes
“account opening disclosures;
“PS” denotes periodic
statements; and “CT” denotes
change in terms notice

Universal Default

- Ban on universal default trigger
--H.R. 1461, HR. 2146, S. 1309,
S.2655

- Limit penalty rate to 7% above
pre-penalty rate — S. 1395

- Adv. Notice on penalty rate/rate
hikes & right to cancel, S. 499

- Mandate 45- day advance notice
(up from none)

- Mandate use of term “penaity
rate”

- Disclose on separate row in
table, not combined with “other
APRs” on AS & AO

- Include brief description of
triggering events in the table with
the rate

- Disclose the balance to which
the penalty rate will apply (i.e.
retrospective application)

- Disclose how long the penalty
rate will apply

any time/ any reason or other
“risk-related” trigger for penalty
rate

-same as above

see above

retrospective application of
increased rate to pre-existing
balances

Ban -- 8. 1395, §.2655

Right to cance] & freeze old terms
on existing balance, H.R. 1461,
5.499.

-specify the balance to which the
penalty rate will apply on AS &
AQ

unilateral change in terms

5.2655

- Increase advance notice from 15

days to 45 days
double cycle billing Ban - S. 1395, H.R. 1461, S. 499 | -N/A
(un) prompt posting Mandate date of postmark H.R. - disclose payment cut-off time on

1461, § 499, 8. 2

the front of the periodic statement
near the due date, if the cut off
time is before 5:00 PM (PS)

payment allocation

Apply payment to high-rate
balance first — S. 1395

- if an lower introductory rate
applies to balance transfer or cash
advance and not purchases, there
is a grace period on purchases,
and the creditor applies payments
to the low rate first, this must be
disclosed (AS & AO)
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OTL fees

Ban if creditor approves — H.R.
1461, S.499

Ban if limit exceeded do to
penalty fee; only once per billing
cycle; none in subsequent cycle
without additional purchase; offer
opt-out of OTL transactions —
S.1395

- Disclose in Schumer Box (AS &
AO)

- Segregated fee disclosure on
periodic statement

- Year-to-date disclosure of fees
on PS

excessive fees / other fee issues

Cap penalty rates at 7% above
pre-penaity rate; S. 1395;

- Prohibit fees relating to
payment (other than late payment)
~H.R. 873, 1461, S. 1395

- no compounding interest on
fees, S. 1395

- residual interest — S. 1395
-reasonable currency fees, S. 1395
- fees must be limited to amount
reasonably related to costs, S.
2655

- All transaction fees are finance
charges

- Exclusive list of charges that
must be disclosed on AS & AO;
that exclusive list triggers advance
change in notice requirements; ;
others, including newly invented
charges, cannot be disclosed on
AS & AO -- disclose at time they
may be incurred.

- Suggests option to eliminate
disclosure of the APR that
includes fees and rate charges on
periodic statements / alternative
option is to use more
comprehensible explanation , e.g.
“fee-inclusive APR”

- Year-to-date disclosure of fees
and interest on PS

ability to pay / underwriting

Limitations on cards to consumers
under 18 - H.R. 1461

- Verification of ability to pay, S.
2655

NA
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TESTIMONY OF

MARILYN LANDIS
OWNER, BAsIC BUSINESS CONCEPTS, INC.

ON BEHALF OF THE
NATIONAL SMALL BUSINESS ASSOCIATION

AT A HEARING BEFORE THE
COMMITTEE ON FINANCIAL SERVICES
SUBCOMMITTEE ON FINANCIAL INSTITUTIONS AND CONSUMER CREDIT
U.S. HOUSE OF REPRESENTATIVES
ENTITLED
“IMPROVING CREDIT CARD CONSUMER PROTECTION: RECENT INDUSTRY
AND REGULATORY INITIATIVES”
JUNE 7, 2007

Good moming. Chairwoman Maloney and Ranking Member Gilimor, thank you inviting me here
today to discuss the impact that various credit-card practices are having on America’s small-
business community. My name is Marilyn Landis and I am representing the National Small
Business Association. I am proud to serve as NSBA’s first vice chair as we celebrate our 70th
year of small-business advocacy, and continue our long-standing tradition of working in a
nonpartisan manner to promote pro-smali-business policies. In addition to my leadership role
within NSBA, I am the owner of Basic Business Concepts, a consulting and financial

management company serving small businesses primarily in Pennsylvania and Ohio.

Prior to starting Basic Business Concepts, I spent 30 years working for and with commercial
lenders, banks and small businesses throughout western Pennsylvania. I worked for three of the
largest U.S. Small Business Administration (SBA} lenders in the country and have continued
working with my clients on securing SBA loans and myriad other sources of capital. After 36
years of working with small businesses, the one thing I can tell you without hesitation is that it is
not easy to start or develop a business in America. Entrepreneurs must overcome a host of
obstacles to create and expand their businesses—and the practices of the credit card industry are

not the least among them.

Small-Business Challenges in Financing
Access to capital is one of the largest obstacles facing America’s small businesses, hindering both

aspiring and thriving entrepreneurs. In fact, the small-business members of the National Small
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Business Association recently identified access to capital as one of the top-10 issues impacting
their companies. Many small and startup businesses lack the assets necessary for traditional bank
loans. Smaller loans are generally less-profitable for banks, and typically have a higher default
rate. The increased usage of persohal credit ratings for business owners has further exacerbated
the problem. Additionally, ongoing bank consolidation has resulted in fewer community banks

and fewer character-based loans.

One of the biggest barriers to small-business financing is debt secured by equity in fixed assets.
Many small-business owners do not have the kind of equily required by banks to acquire a
sizeable loan. This gap in debt-equity financing primarily hinders both startup businesses and
growing businesses. An entrepreneur wishing to open any business would face significant barriers
to financing, as home ownership (if the entrepreneur owns a home) rarely meets the equity
requirements for receiving a larger commercial loan. The small-business owner seeking to expand

his or her business or hire additional employees faces the same challenges.

Small-Business Reliance on Credit-Card Financing

Into this access to capital vacuum, a new capital issue has sprung to the forefront: an increased
reliance on credit cards. Starting in the early years of this decade—when a multitude of banks
tightened their lending standards—many small-business owners have been forced to turn to credit
cards as their primary source of working capital. Bank regulators require business borrowers to
have either equity in hard assets or historic cash flow to support their loan requests. Rapidly
growing businesses that are not traditional brick and mortar, like mine, have neither. We are
forced to use bank credit lines which, if not secured with equity in a home, are increasingly credit
card accounts. As such, these loans are subject to credit card regulations, which permit
significantly higher and more volatile rates and payment structures. I can personally attest to this
phenomenon, as not long ago I applied for a “line of credit” with Wells Fargo and instead

received a new credit card.

Rapidly-growing service and technology companies do not want to rely on credit card debt—they
are forced to. According to a nationwide survey of small- and mid- sized smali business owners,
recently commissioned by the National Small Business Association, credit cards arc a primary
source of financing for America’s small businesses. In fact, 44 percent of small-business owners

identified credit cards as a source of financing that their company had used in the previous 12
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months—more than any other source of financing, including business earnings. In 1993, only 16
percent of small businesses owners identified credit cards as a source of funding they had used in
the preceding 12 months. This dramatic increase does not only represent emergency or short-term
usage. Of the small-business owners who use credit cards as a source of funding, 71 percent
report carrying a balance month-to-month. This is up from 64 percent in 2000. Thirteen percent
of small-business owners are carrying a balance of more than $25,000, and 36 percent are

carrying a balance more than $10,000.

It is important to note that small-business owners are not turning to credit cards to finance their
businesses because they think they are getting a good deal. In fact, among those using credit

cards, 53 percent say that the terms of their cards have gotten worse over the last five years.

Why should the small-business community’s increased reliance on credit cards and their sense of
worsening credit-card terms be of interest to this subcommittee? Put simply, small businesses are
the engine of the U.S. economy and the backbone of the communities you represent. Small
businesses comprise 99.7 percent of all U.S. employer firms and more than half of all private-
sector employees. Over the last decade, they have generatéd 60 to 80 percent of all net, new jobs
in the country. They are responsible for more than 50 percent of nonfarm private gross domestic

product. In short, what harms America’s small businesses harms America’s economy.

The billions of dollars generated from outlandish retroactive interest rates hikes, the escalating
imposition of undisclosed fees, and unilateral and unforeseen interest-rate increases is money
diverted from economic development. For small businesses, it means less money to advertise or
invest in new equipment or hire new employees. A third of small- and mid-sized businesses say
that they would hire additional employees if more capital were available to them. More capital
might be available if so much of it was not being siphoned off by the unacceptable business
practices of the credit-card industry. In order to address the practices that are making running a
small business increasingly difficult and hindering the economic development of the nation’s

small businesses, NSBA supports eredit-card reform.

Recommendations
NSBA supports the enactment of the new credit card regulations recently proposed by the Federal

Reserve Board. Improved disclosure—which must not be construed as simply more disclosure—
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is of paramount importance to the small-business community. We are businesspeople, more than
capable of playing by the rules—but the rules must be made known, and they must be consistent

and predictable.

Let me detail a personal incident that demonstrates the inconsistent and unpredictable nature of
current credit card practices. I have an Advanta credit card for which 1 carried an average daily
balance of $5,506.22, at 2.99 percent. In November 2006, I received a cash advance—a cash
advance, incidentally, for which I paid a $50 fee, interest on the fee, and 11.49 percent interest
on the advance—from the card in the amount of $14,317.77, at 11.49 percent. There was no other
activity and when my $455 bill arrived, I paid it on time. Therefore, I was surprised to see my
cash advance interest rate swell from 11.49 percent to 20.01 percent in my December bill.
Equally surprising was that my average daily balance, for which I was paying 2.99 percent, had
dropped to $1,779.86, while the rest of my outstanding balance, for which I was paying 19.99
percent, jumped up to $17,333.50 with no explanation. One can imagine how difficult it is to

adhere to a business plan with this sort of unpredictability lurking in every expenditure.

This unpredictability does not end with unexpected interest-rate hikes. Let me share with you
another story—this one dealing with a Bank of America credit card I opened in November 2006.
For this card, Bank of America promised a zero-percent interest rate until September 2007.
Unfortunately, it did not quite make it. [ received my December bill on Jan. 3, 2007. It was dated
Dec. 26, 2006—the day after Christmas—and due on Jan. 20, 2007, which was only 17 days
away. I mailed my payment on Jan. 5. Bank of America said they received my payment on Jan.
22 so I was charged a $49 late fee. Oh, and my zero-interest rate credit card suddenly sported a
new and improved 22.24 percent interest rate. Thankfully, I am only being charged $1 a month on
my existing balance for this card, but any new expenditure is being charged at the new interest
rate and any remaining balance will charged at this rate come September. In the meantime, I am
stuck with a card that I cannot and will not use, while the mere existence of the card hinders my

ability to garner additional capital.

There is one predictable aspect of my Bank of America card: the due dates are never the same,
fluctuating by five days in the last seven months, from 12/19/06 to 1/20/07 to 2/20/07 to 3/23/07
to 4/20/07 to 5/21/07 to 6/19/07. The statement cut-off has remained the same during this time.

The same can be said of my MBNA card, since it was sold to Bank of America. Previously, the
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due date was the 27" of the month. Between December 2006 and April 2007, the due dates for
this card fluctuated greatly, from 12/28/06 to 1/27/07 to 2/24/07 t0 3/22/07 to 4/22/07. Again, the
statement cut-off has remained the same during this time. While I will stop short of calling this
willful inconsistency, however it is characterized it makes running a business more challenging

and perilous.

As welcome and necessary as the improved disclosure practices at the heart of the Fed’s proposal
are, they are not enough. Adding more pages to the typical encyclopedic credit card contract
(which, on average, is now longer than 30 pages, according to the Wall Street Journal) will do
little to assist most small business. America’s entrepreneurs are not naive or uniformed
consumers. They are accustomed to dealing with myriad complex financial and regulatory
frameworks. The current rules—such as they are-—governing the credit-card industry are siraply

stacked against them.

Eliminate Universal Default

Starting in 2000, credit card issuers began increasing a credit card holder’s interest rate if the
cardholder was late on an unrelated payment to a different credit card, a utility company, or a
mortgage lender, to name a few. This practice, known as “universal default,” is particularly
injurious to small-business owners, who have intermingled personal and professional finances as
they increasingly rely on personal credit cards to finance their businesses. In practice, universal
default meant small-business owners that were a day late paying their power bill might see the

interest rate on their business credit card soar to nearly 30 percent.

In 2004, the Office of the Comptroller of the Currency issued a guidance to banks urging them to
disclose this practice in promotional materials. This guidance, which included language warning
of the risks of using a universal default policy, was fairly successful in motivating U.S. credit-
card issuers to cease the practice. According to a September 2006 report by the Government
Accountability Office (GAO), however, three of the 28 most popular cards still employ a
universal default policy. This GAO report also found that four other of the most-popular 28 cards
are secking to reinstate universal default, but are trying to do so under the auspices of a “change-
in-terms,” which unlike the automatic increase previousty done with universal default can require

prior notification.
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While Regulation Z of the Truth in Lending Act requires that affected cardholders be notified in
writing of any proposed changes in rate terms at least 15 days before such change becomes
effective—and the Federal Reserve proposed increasing this notification period to 45 days—this
“opt-out” option does little to help small businesses who are carrying large month-to-month
balances. Most small-business owners forced to turn to credit cards to finance a capital
expenditure or an expansion of their business would be hard pressed to immediately pay off their
balance with a 15, or even a 45, day notice. NSBA urges Congress to codify language preventing
banks and credit-card issuers from using universal default increases on credit cards unrelated to a

particular late payment.

Eliminate Double-Cycle Billing

The aforementioned GAO report found that two of the six largest credit-card issuers employ a
billing technique known as double-cycle billing, wherein the issuers consider two billing cycles
when assessing interest on custumers that move from non-revolving to revolving status. In other
words, a consumer who begins with no balance and pays off some but not all of his or her new
expenditures is forced to pay interest on the entirety of the original bill, even that which

previously had been subject to an interest-free period.

Eliminate Retroactive Application of Interest Rate Increases

As exorbitant as the penalty rates most credit-card issues charge may appear, the small-business
members of NSBA are not advocating a cap—although America’s small-business community
certainly would welcome a voluntary reduction in penalty rates or an enlarged threshold for their
application. Jumping to the average default rate of 27.3 percent because of one late payment or
slightly exceeding one’s credit limit seems an awfully stiff penalty. Having said this, NSBA does
support eliminating the retroactive application of penalty rates. This effectively increases the
purchase price of products and services for which consumers are already committed. This ex post
Jfacto application is contrary to basic market principles and undermines business plans. As Travis
Plunkett, legislative director of the Consumer Federation of America, recently testified before this
committee, “There is no other industry in the country that is allowed to increase the price of a

product once it is purchased.”
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Conclusion

America’s small-business owners are not in the habit of advocating the passage of increased
federal regulations, preferring free enterprise and market solutions, but there is no functionally-free
credit-card market. One of the basic tenets of the free-market capitalism is the sanctity and insolubility
of contracts, but somehow the credit-card industry has managed to insulate itself from adherence to

this basic principle, retaining the right to unilaterally change the conditions of their contracts.

Free market competition also is based on informed consumers, but the business practices of the credit
card industry appear geared more towards obfuscation than illumination. The aforementioned GAO
report found that credit-card disclosure statements were written at too-high a level, displayed poor
organization and formatting, and were filled with extrancous, non-pertinent information. As Professor
Elizabeth Warren recently testified before the full committee, “In a perfectly competitive market, both
firms and consumers have the information they need to make sound economic decisions. Because
these tricks and traps are effectively hidden from customers—invisible until they bite, that is—credit

card issuers face no economic penalty in the marketplace for including them in card agreements.”

The free-market system also relies on actual competition, but there is no longer real competition in the
credit card industry. By 2006, the top three card issuers controlled more than 61.8 percent of the
market (understood as their proportion of outstanding credit card debt) and the top 10 issuers

controlled 88.1 percent in 2004, according to Professor Robert Manning.

The small-business community is not opposed to the credit-card industry nor does it begrudge it the
$109 billion in revenue it made in 2005. In fact, as I previously outlined, the small-business
community is increasing reliant on credit cards for its very existence. This is why Congress must act
to protect the interests of America’s small businesses, while still allowing the credit-card industry
ample opportunity to turn a profit. NSBA strongly encourages both the administration and
Congress to fully support small businesses as the true centers of growth in the U.S. economy and
take the lead in ensuring that egregious credit-card practices are not restricting small-business

growth.

I thank you for your time and welcome any questions.
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Chair Maloney, ranking member Gillmor, members of the committee:

Thank you for the opportunity to offer U.S. PIRG’s views on abusive credit card industry
practices. We commend you for having this timely hearing. I am Edmund Mierzwinski, Consumer
Program Director of U.S. PIRG. As you know, U.S. PIRG serves as the federation of and national
lobbying office for state Public Interest Research Groups. PIRGs are non-profit, non-partisan
public interest advocacy organizations with offices around the country.

SUMMARY:

Owning a credit card company is truly a license to steal. The credit card industry, for years easily
the most profitable form of banking according to Federal Reserve Board annual reports to
Congress, has seen its profits grow to new heights on the wings of revenue derived from punitive
APRs of 32% or more, imposition of late and over-the-limit fees of up to $39 issued on a repeat
basis for purported violations that may not have been violations and from the cumulative effects of
deceptive disclosures of the true cost of credit, especially in the case of minimum monthly
payments. The failure to adequately disclose the cost of credit encourages the most at-risk
members of the customer base to carry large unpaid balances at unaffordable interest rates and
leaves them in a cycle of perpetual debt. Concentration of the industry has resulted in a tight
oligopoly where the largest and most powerful players act with impunity. Once vigilant state
enforcers have been de-fanged; private enforcement is hampered by unfair binding mandatory
arbitration and federal agencies merely aid and abet bank practices, instead of regulating them.
The credit card industry operates without fear of either market or regulatory action to temper its
excesses, at the expense of the public’s welfare.

‘While we concur 100% with the comprehensive analysis offered today by our fellow witness
Kathleen Keest of the Center for Responsible Lending of proposed Federal Reserve Board
changes to Truth In Lending Act (TILA) disclosures, we note that her testimony’s main point is to
stress the general limitations of the disclosure approach as a restraint on unfair or deceptive
practices that leave vuinerable consumers trapped in a cycle of debt. The Congress must act
immediately to restore state and local enforcement efforts over national banks, make it easier for
consumers to enforce the law themselves and must also explicitly ban the industry’s sharpest and
most egregious practices.

As the CRL testimony explains, some of what the Fed proposes is good, some of it is bad, but on
the whole, disclosure is only a small part of the solution. It is not a substitute for substantive
consumer protections, including prohibitions on the practices that even the industry’s name brand,
supposedly blue chip players, engage in. Throughout, these players have been aided and abetted
by actions of the Office of the Comptroller of the Currency (OCC), which misplaces the self-
serving doctrine of federal preemption as somehow being above the public interest goal of
ensuring that taxpayer-guaranteed financial institutions treat the American public fairly.

It is important to recognize that when TILA was enacted in 1968 its federal disclosure rules were
buttressed by a framework of strong, enforced state consumer protection laws. Then, the Supreme
Court’s 1978 Marquette (holding that credit card companies could export high interest rates
nationwide from their own home states) and 1996 Smiley (extending that holding to include fees)
decisions encouraged both the consolidation of the industry and its move into a few safe harbor
states. Then, following enactment of the 2004 OCC rules further preempting state enforcement
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authority, the extremely concentrated credit card industry increased its ability to engage in a
growing and wide number of unfair, anti-consumer practices. Today, it operates in a deregulated
marketplace where state enforcement efforts have been shut down and state consumer laws have
been preempted. Of course, the industry happily complies with the laws of those safe harbor
states from which the OCC and other pliant federal regulators allow it to operate nationwide under
only their federal “enforcement.” The OCC and other federal bank regulators have largely ignored
the industry’s unfair practices while their regulatory and legal actions have only encouraged them.
The OCC’s few consumer enforcement actions have largely been limited to efforts against obscure
institutions accompanied by modest guidance letters for the industry as a whole.

- Nor can consumers protect themselves in this marketplace. Unfortunately, due to the widespread
use of binding mandatory arbitration clauses in credit card and indeed all bank account contracts,
private consumer enforcement is nearly impossible.

Numerous credit card complaints to consumer groups allege that companies raised rates when bills’
were paid on time. Others allege that rate increases were due to alleged late payments to someone
else; yet, the banks have told other Congressional panels that they do not engage in this practice,
known as universal default. Worse, the firms are allowed to change the rules at any time, for any
reason, including no reason.

The real solution is not disclosure. The solution, in our view, is to ban the most unfair practices,
reinstate the authority of state regulators to enforce their consumer protection laws, and to prohibit
unilateral changes of terms clauses and mandatory arbitration clauses.

(1) INTRODUCTION TO UNFAIR CREDIT CARD PRACTICES

The most common unfair credit card company practices include the following:

e Unfair and deceptive telephone and direct mail solicitation to existing credit card customers —
ranging from misleading teaser rates to add-ons such as debt cancellation and debt suspension
products, sometimes called “freeze protection,” which are merely the old predatory product
credit life, health, disability insurance lproducts wrapped in a new weak regulatory structure to
avoid pesky state insurance regulators';

e Increasingly, the use of unfair penalty interest rates ranging as high as 30-35% APR or more,
including, under the widespread practice of “universal default,” imposing such rates on
consumers who allegedly miss even one payment to any other creditor, despite a perfect
payment history to that credit card company;

e Imposing those punitive penalty interest rates retroactively, that is on prior 